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OUR COVER 


The little red schoolhouse so familiar to the American poetic scene 
years ago has been replaced by modernly constructed facilities that 
provide, in addition to education, services no pupil 50 years ago 
dreamed of. Five hundred thousand new classrooms were built between 
1949 and 1958. About half of the classrooms constructed in the last 
few years replaced unsatisfactory facilities, and the other half relieved 
overcrowding or provided the school with the opportunity to move from 
rented space. This year there are about 32 million pupils in average 
daily attendance at United States schools, and this number will advance 
to 37 million within the next five years. 


Since education furnishes the great drives behind our economic 
growth, in that it stimulates both sides of the production-consumption 
equation, many groups are interested in improving our schools. One 
such group is the Committee for Economic Development, which is com- 
posed of 180 leading businessmen and educators and which proposes 
greater state support of schools, utilization of nonproperty taxes as well 
as property taxes, and federal aid to states that have extremely low 
personal income relative to the number of school children. Another 
group which has been studying the problem is the Joint Economic Com- 
mittee, Congress of the United States. 


Primary and secondary education takes about 30 per cent of a 
state's general expenditures. In dollars, this means that state and local 
governments are spending about $15,782 million on education. We 
need equality and quality in our educational system, and we need to 
find better methods of collecting the money to provide for better and 


more schools than those sources which now supply the bulk of the 
revenue. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation. interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is rot assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


What is a tax man? In those decisions in which reliance upon 
expert advice has been accepted by the courts, none has defined posi- 
tively what a “tax expert” is. Because the profession of a tax man 
cuts across the professions of law, accounting, and business adminis- 
tration, there is need for a positive definition. Some organizations, 
and even some schools, are interested in such a project so that the 
training of future tax men may be guided fruitfully. This month’s 
letter from the thoughtful tax man (who, by the way, is a woman) 
concerns this subject. Janet K. Messing is a lecturer at Hunter 
College of the City of New York, Department of Economics, and 
she holds A. B., M. S., and Ph. D. degrees and a CPA certificate. Her 
Ph. D. was conferred by the Graduate School of Business Administra- 
tion, New York University, in the field of taxation. Miss Messing’s 
article begins at page 278. 


Administrative law. Some years ago, Congress passed an adminis- 
trative procedure law. It was designed to set up rules to regulate 
governmental agencies. The number of these agencies made this a 
necessary step. Michael Kaminsky, the author of the article appear- 
ing at page 283, contends that the Supreme Court’s image of a tax 
controversy resembles that image of a controversy with any other 
agency. 

The Tax Court is a governmental agency which functions as a 
court, and it is but one of the many agencies through which a citizen’s 
problem must go, or does go, before it emerges in the presence of a 
court constituted as part of the judicial system. The thesis of this 
article is that there are two approaches to deciding an issue—the 
usual route of litigation or the administrative law route. The ana- 
lytical approach seems to be particularly unsuited to the administra- 
tive law controversy, because the problem in administrative law is 
not so much the meaning of the legislative language as it is the 
envelopment of the agency action within the cover of statutory au- 
thority to act. The Supreme Court takes seriously the need for 
judicial control over administrative actions in order to insure the 
rights of persons and to restrain excesses in the exercise of agency 
authority. This colors the actions before the Court, because it seems 
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necessary to demonstrate that the agency action is at variance with 
the intended authority, that it flouts the legislative purpose or that it is 
actually inexpert. Mr. Kaminsky has taken three groups of tax cases, 
decided in the 1958 term, to illustrate his point. Among these are 
the well-known Peurifoy, Cammarano and Hansen cases. He is an 
attorney in New York City. 


Criminal income tax policies. The article at page 293 is critical 
of the tax prosecutions made by the Department of Justice and of 
the Department’s procedures in these matters. Every tax fraud prose- 
cution represents a conflict between a citizen and his government, 
and a prosecution has very real meaning to a citizen in terms of his 
liberty and his reputation. Consequently, the author urges that there 
should be a strong probability that the taxpayer is guilty as charged 
before the Department of Justice sends out its cases for prosecution. 
The author is Robert M. Schmidt, a member of the law firm of Ray- 
mond, Chirco & Fletcher in Detroit. He was once a trial attorney 
in the Criminal Tax Section of the Department of Justice. 


Small business. Section 1244 of the Code grows out of Congress’ 
concern for the fate of small business in this forest of large and giant 
corporations. Congress felt that, in order to encourage investment 
in a small business, it should offer investors a tax break in the event 
they incurred a loss on the sale or exchange of stock in a small busi- 
ness. The tax law was amended, then, to provide that what would 
otherwise be a capital loss would become an ordinary loss. The article 
beginning at page 303 discusses both this section and the stock 
denominated 1244 stock. This type of stock is the common stock 
of a domestic corporation, issued pursuant to a plan adopted by small 
business corporations after June 30, 1958, by which the stock is offered 
for sale for a period of time under two years. The author is Frederic 
A. Nicholson, an attorney in New York City. 


Tax-free distributions. At present, there is a bill in Congress 
to amend Section 355. This is one of the sections of the Code which 
deals with tax-free distributions. The article at page 327 is critical 
of a limitation that is placed upon the dissolution of a company by 
a controlled corporation. This is the five-year active-multiple-business 
limitation, The new legislation aims to alleviate the rigidity of this 
five-year active-business rule of the distributing and the controlled 
corporations. 


The United States Treasury has indicated its opposition to any 
relaxing of the five-year active-multiple-business safeguard, now in 
the statute, pleading that any relaxation of the rule will cause con- 
siderable administrative complications. The author suggests that 
greater reliance be placed upon business purpose and that in situations 
where the five-year active tests are not meant, a “weak” purpose would 
exclude the distribution. The author also points out that where tax 
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avoidance is the principal consideration, it should so be stated by the 
court as grounds for disqualification instead of holding “no business 
purpose exists.” This article is written by Ira J. Palestin, tax commis- 
sioner, Department of Taxation and Finance, State of New York. 


Accounting for accrual liabilities. The article at page 339 deals 
with an unusual situation in which the federal courts of appeal have 
been rather unanimous in showing their disapproval of cases involving 
accounting decided by the Tax Court. The author asks: “Must tax- 
payers score a grand slam before the Commissioner and the Tax Court 
give up?” The box score shows seven circuits in favor of the taxpayer, 
two circuits probably in favor of the taxpayer, one with no decision, 
and one opposed. 


On the one hand, the Tax Court has rejected the taxpayer's 
accounting method as being one which could not be used for tax pur- 
poses, regardless of how clearly it reflected income and regardless of 
its compliance with accepted accounting principles. On the other 
hand, where the taxpayer’s method of accounting fairly reflects the 
estimated amount of the existing liability and where such method has 
been consistently followed, the reviewing courts have reversed the 
Tax Court. What brings all of this to a head is the Commissioner’s 
recent announcement that he will not follow Bressner Radio, Inc., 
which means, according to the author, that he will not follow 
any of the decisions of the circuits which have reversed the Tax Court 
on this question. The article is written by Henry D. Costigan, who 
is with the San Francisco law firm of McCutchen, Doyle, Brown 
& Enersen. 


A change in accounting periods. The income tax law requires 
every taxpayer to make an accounting of his income made during a 
“taxable year.” Taxable years are not the same for all taxpayers. 
There are calendar years, fiscal years and natural business years but, 
regardless, each taxpayer’s return must be on the basis of his own 
taxable year. 


Susinesses usually start with simple accounting systems but, as 
they progress and succeed, their accounting systems become more 
sophisticated. The law makes a provision for a change in accounting 
periods. Sometimes a change may be made without seeking permission 
but, more often, it may not. The article beginning at page 351 dis- 
cusses Section 481, which relates to changes in accounting periods. 
It groups taxpayers with problems in accounting methods, as follows: 
(1) those who are obviously on an improper basis, (2) those who have 
asked permission to change but who have not been granted such 
permission, (3) those who changed without permission under Section 
481(b)(6), (4) those who changed without permission before the 
enactment of the Technical Amendments Act and (5) certain estates. 
The author is Richard B. Knight, assistant professor, School of Busi- 
ness Administration, University of Hartford. 
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WASHINGTON TAX TALK 


President's depreciation recommendations supported and opposed 
. Senate Finance Committee to take another look at H. R. 10 


HE HOUSE COMMITTEE on Ways and Means held a two-day 

hearing in March on the President’s proposal to revise the tax 
treatment on gains from sales of depreciable personal property used 
in a trade or business. The hearings centered around H. R. 10491, 
introduced by Chairman Mills, which contained the Administration’s 
proposal to treat the gain on the sale of depreciable personal property 
as ordinary income—to the extent of the depreciation deductions pre- 
viously taken by the taxpayer. Present law taxes the entire gain as a 
capital gain. 

The President’s recommendation, incorporated in H. R. 10491, 
could result in both ordinary income and capital gains realized from 
the sale of a depreciable asset such as machinery or equipment. The 
amount of gain representing depreciation allowances taken in prior 
years would be taxed as ordinary income, while gain over such amount 
would be taxed as a capital gain. 


Treasury officials appearing before the committee stated that the 
provisions of the bill would not indiscriminately reverse the existing 
rule that net gains from sales of depreciable property are treated as 
capital gains. It would not affect intangibles, such as patents and 
copyrights; trademarks; or real estate. The committee was also told 
that the new depreciation policy has a precedent in the special rule under 
Section 1238 of the 1954 Code, relating to gain from the sale of prop- 
erty which has been subject to the accelerated amortization deduction 
for emergency facilities. 

The committee was also told by Treasury officials that a ques- 
tionnaire has been sent to some 6,000 businesses to obtain information 
on current depreciation practices of businesses and opinions on depre- 
ciation allowances. Preliminary results from the questionnaire, issued 
jointly by the Treasury and the Small Business Administration, show 
that the great bulk of all new property installations since 1954 were 
being depreciated under the new liberalized methods of depreciation. 
The preliminary results also show that the service lives and depreci- 
ation rates used by the large companies ranged from longer to sub- 

(Continued on page 364) 
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Janet K. Messing, a New York certified public accountant, 
discusses the need for educating the tax expert. 
The writer is a lecturer, Department of Economics, Hunter College. 


REVIEW of articles and commentaries in the field of 

taxation will reveal discussions of the many results of 
our tax laws, such as the fact that the laws may tempt people 
to be dishonest or that they may divert business activity into 
forms and channels which may have the least tax implica- 
tions. The corporate merger movement of the past postwar 
period has been attributed to the tax laws that encourage 
diversion of ordinary income into capital gains. These and 
other similar consequences of our extensive and compre- 
hensive tax laws have received publicity. 


Of lesser public knowledge, however, is the fact that the 
complexities of our tax laws have required the development 
of a core of experts who advise businesses of every size and 
scope concerning their tax status. This growing group of 
experts is composed of accountants, attorneys and adminis- 
trators who are called upon for advice from time to time or 
who are an essential addition to the corporate management 
group. The professional advice of an expert conversant with 
the tax laws is a requisite both before and after a decision 
is made. Each change in our tax laws has added to the com- 
plexities of doing business and has increased the need for 
competent tax personnel. 


Confronted with the expanding need for specialists in this 
field, it is well to consider the source of supply. The certi- 
fied public accountant and the attorney at law have been 
called upon to give advice on these tax problems. As for the 
management group on the payroll of the larger entities, the 
personnel must be obtained from some area where their train- 
ing has included at least tax law and accounting. 


As an indication of the concern over the proper training 
and recruitment of personnel, one may cite a speech pre- 
sented before the National Tax Association this fall by a 
representative from the Tax Executives Institute.’ The latter 


* Howard L. Hibbs, “Training of Tax Men,” National Tax Associa- 
tion Meeting, Houston, Texas, October 26, 1959. 
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organization has been sufficiently concerned about the matter 
to have established a committee to inquire into the question 
of college training in tax administration. It is obvious that 
the course of study in the schools must conform to the re- 
quirements of the world outside of the ivory tower. 

3efore prescribing the training required to equip a budding 
tax expert, it would be helpful to set up definitive boundaries that 
describe the work of the tax expert. There has never been 
a precise description of the tax expert so that the definition 
is in the same category as that of taxable income. It is, how- 
ever, important to rely upon the advice of an expert when 
such reliance can be considered “reasonable cause” for the 
lack of proper filing of returns. The 25 per cent penalty has 
been avoided in some instances where proof established that 
an expert had given tax advice in good faith and that this 
advice had been followed by the taxpayer. (O. Falk’s Depart- 
ment Store, Inc., CCH Dec. 19,575, 20 TC 56 (1953). It was 
determined that reasonable cause existed for the failure to file 
personal holding company returns where the taxpayer relied 
upon the advice of an accountant. Similarly: Neel v. U. S., 
57-1 ustc § 9430 (DC Ga.). Since the corporation acted on the 
advice of the accountant employed to prepare the corporation’s 
returns and to handle its tax matters, the failure to file prop- 
erly executed returns was due to reasonable cause and not to 
willful neglect. The 25 per cent penalty was not imposed.) 
Some further commentary on the question of who is a tax 
expert may be found in a brief discussion at page 292 of the 
April, 1949 issue of TAxes—The Tax Magazine, where it is 
noted that “The case of Hermax Company, Inc., CCH Dec. 
16,605, 11 TC 442, almost gave us a judicial definition of ‘tax 
man’; as it turned out, however, the Tax Court really defined 
what a tax man is not.” 

It would be feasible for a diligent researcher, were he so 
inclined, to enumerate the instances where the lack of proper 
advice or foresight has cost a firm or taxpayer substantial 
sums in tax dollars. Such lack of proper knowledge is not 
only costly to the taxpayer involved, but is also costly to the 
rest of the taxpayers in that it may easily involve more costly 
administration and collection of taxes. 

seyond a doubt, then, we may say that experts are of 
importance in today’s economy. This is the age of the specialist, 
and the tax. profession is no exception to this current trend. 

The role of the tax adviser is described in a recent publi- 
cation as one which extends into financial consultations to 


(Continued on page 367) 
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| HE SUPREME COURT has ruled that 
the six-year statute of limitations, applicable to prosecutions for tax 
evasion, does not shield conspirators from indictment if they com- 
mit overt acts after the six-year period in continuance of a tax evasion 
conspiracy. In this case, the overt acts consisted of making false 
statements and furnishing false records to revenue agents investigating 
the tax evasion. The culprits maintained that they were immune to 
prosecuton because more than six years had elapsed since returns 
had been filed and, further, because there had been a specific finding 
(on a jury instruction) that they had not been guilty of a “subsidiary” 
conspiracy. The Supreme Court, however, confined its considerations 
to the one, principal conspiracy to evade taxes, and found wrongful, 
indictable acts. For good measure, the Court pointed out that there 
had been no double jeopardy in a rehearing after the first appealed- 
from issue had been decided in the taxpayers’ favor. The rehearing 
had been properly granted to enable the government to pursue an 
alternative theory of guilt under the original indictment.—Forman v. 
U. S., 60-1 uste J 9287. 


Late IN 1959 the Internal Revenue Service 
launched a double-flanked attack upon the laxity of the tax-paying 
public in reporting income from dividends and interest. It was well 
publicized that a gap of $5 billion existed between the total payouts 
and the total tax returns of these two types of income. The two 
prongs of the crackdown were to be (1) taxpayer education and 
(2) closer checking by the IRS. 


This program seemed to progress nicely. Corporate payers of 
dividends and interest were given forms of notice to pass on to recipients 
of dividends and interest stating that these payments are subject to 
tax. The Commissioner has noted an edifying, early response to the 
education phase of the government’s efforts. 


Next, the second prong of the attack came more clearly into view. 
First, it was announced that the heretofore sampling process of cross- 
checking payers’ and payees’ returns would be expanded to all 61 
revenue districts (IRS News Release IR-330, March 4, 1960), and 
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flagrant or intentional understatements and omissions of income from 
dividends and interest would be criminally prosecuted. Then—and 
this was more shocking—the Senate Finance Committee announced 
that it had ordered the drafting of legislation for withholding of tax— 
probably at 15 per cent to 18 per cent—from dividends by the payers. This 
being Senate action, dividend-withholding could be tacked onto a House- 
passed bill as an amendment, and much preliminary debate concerning 
the need for it could be avoided. 


THE TIME HAS COME, according to the 
IRS, to call a halt to the claiming of “one-shot” double deductions for 
property taxes when state legislatures move up the assessment dates 
of the taxes to December 31. In the past, the States of Michigan, Ohio, 
South Carolina and West Virginia have advanced the assessment 
dates of property taxes, and New Jersey has done the same with its 
business corporation (franchise) tax, with the result that taxpayers 
have taken advantage of the opportunity to deduct taxes twice in the 
year of change. A revenue ruling (57-616) sanctioned the double 
accrual in the case of Ohio’s change. 


Now, however, the Commissioner has published a _ technical 
information release—and will soon follow it up with a revenue ruling 
—to the effect that, in the future, only 12 months’ worth of taxes may 
be deducted in any single taxable year, regardless of changes in assess- 
ment dates. This will produce a desired uniformity in tax accounting, 
in the opinion of the government, and will prevent distortions of 
income. Past double accruals need not be disturbed, but in the future 
there will be just one property tax deduction per year per customer.— 


TIR 214. 


SINCE A BANK IS EXEMPT from tax 
while it is insolvent, what is the best test of a bank’s financial condi- 
tion? Or, more specifically, if a bank’s books show a technical condition 
of solvency, but federal and state banking authorities will not permit 
a payment to depositors out of earnings and surplus on hand (for fear 
of insolvency), is the bank entitled to continued immunity from tax? 


The Internal Revenue Service holds to the view that the books 
are the best evidence of a bank’s solvency. It has held to that view 
for a long time and it has just announced that it is going to continue 
that point-of-view, despite a contrary result reached by the United 
States Court of Appeals for the Sixth Circuit (U. S. v. The Bank of 
Leipsic Company, 60-1 ustc { 9102).—TIR-213, March 1, 1960. 


In COMPUTING GROSS PROFIT on in- 
stallment sales of personal property, the “total contract price’ must 
include the amount of the federal retailers’ excise tax and, similarly, 
the amount of any state taxes which are in the nature of excises upon 
the occupation of selling. The Tennessee retailers’ sales tax would be 
an example of the latter type of tax. 
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This is highly significant, of course, for the dealer in personal 
property who, under Code Section 453, is entitled to report income on 
the installment basis. He picks up as income each year that percentage 
of the payments which his gross profit on the sale bears to the total 
contract price. 


The IRS has recently published a ruling on this matter of including 
the federal retailers’ excise tax in total price. It reasons that the tax, 
when included in the price of a taxable article, becomes a part of the 
price. It loses its identity or essence as a tax. Thus, whether the tax 
is invoiced separately in the sale of a taxable article or included in the 
stated price, it is to be included in the determination of the total 
contract price.—Rev. Rul, 60-53. 


ry” 

I HE COHAN RULE—for determining rea- 
sonable amounts of deductions—has no place in determinations which 
involve the right to a deduction. So the Tax Court has ruled concern- 
ing the attempt of a divorced father to establish a dependency status 
of children living with their mother. When the right to a deduction 
is acknowledged but records of the exact amount of the deduction are 
incomplete, the Tax Court would freely apply the Cohan rule; but it’s 
improper to attempt to establish a right to a deduction through use 
of the same rule. 


This same case stands for another principle of note: Even though 
public schools were available, parochial school tuition paid by a divorced 
mother was properly includable in the total cost of children’s support. 
—Rivers, CCH Dec. 24,057, 33 TC —, No. 106. 


Tue Internal Revenue Service has left no 
room for doubt that it does not hold with the deferring of prepaid 
income from contracts to furnish services until the time services are 
performed. According to the Commissioner, the only cases where 
prepaid income does not have to be reported in the year of receipt are 
those cases specifically provided for in the Code or regulations. 


Thus, the IRS does not agree with the Bressner Radio case (59-2 
ustc § 9496 (CA-2)), which allows deferral of part of the prepaid income 
from television service contracts—as it so stated in January, 1960 
(TIR-205). Now, Rev. Rul. 60-85 (1. R. B. 1960-10, 14) more formally 
expresses the government’s nonacquiescence. (See Henry D. Costi- 
gan’s article on accrual accounting at page 339 of this issue.) 


ry 

I HE FACT that state exemption laws may 
put certain property beyond the reach of general creditors does not 
mean the property can’t be levied upon by the United States to 
satisfy tax liens. Thus, even a Georgia widow’s support property, 
set aside as a widow’s award (or “mite’’) following the death of her 
husband, was amenable to the tax claims of the IRS in a transferee 
liability assessment.—Davis et al. v. Birdsong, 60-1 ustc J 9295 (CA-5). 


April, 1960 © TAXES—The Tax Magazine 





April, 1960 


Tax Expertise v. 
Administrative Law Precedents 


By MICHAEL KAMINSKY 


This article analyzes recent decisions of the United States Supreme Court 
in an attempt to locate the rationale of the Court's verdicts. 

It shows how the courts and the Tax Court approach the resolution of a 
tax controversy. Mr. Kaminsky is an attorney in New York City. 


HREE GROUPS of tax cases decided by the Supreme Court in 
the October, 1958 term can be relied upon to illustrate the fallacy 
of a belief that tax controversies can be litigated on the sole basis of 
tax expertise. In two of these groups, the tax arguments were out- 
flanked by administrative law precedents; in the third, administrative 
law concepts served to drive home the Court’s nascent tax conclusion. 


Peurifoy v. Commissioner 

In Peurifoy v. Commissioner,’ the tax issue was as to whether certain 
unreimbursed expenditures incurred by the taxpayer while employed 
away from home were deductible. The Tax Court, applying its own 
previously established gloss, had held that the taxpayer had proved 
temporary employment away from home, and it therefore allowed 
the deduction. The court of appeals had accepted the gloss, but dis- 
agreed that the services were other than indefinite. The Supreme 
Court noted that the gloss was not in issue, and determined that the 
question which it had to resolve, therefore, was simply which lower 
court had properly interpreted the facts. 

As might be expected, the Court made no attempt to resolve that 
issue. It said with absolute clarity that it would not intervene so long 
as the appraisal of the.record by the court of appeals was a fair one. 
That conclusion, however, was supported by citations of authority 








1 58-2 uste 9925, 358 U. S. 59. 
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which, except for Section 7482(a), 
Internal Revenue Code of 1954, plainly 
have no origin in tax precedents. 
They are pure administrative law 
cases. 

Interpolating the sense of the prece- 
dents of the cited authorities, we learn 
that the Court held as follows: The 
Internal Revenue Code?’ entrusted 
the review of the Tax Court decisions 
to the various courts of appeals. The 
statute here was entirely analogous 
to other organic statutes which ex- 
clusively entrusted the review of 
agency adjudications to the courts of 
appeals. In Universal Camera Corpo- 
ration v. NLRB * and in similar cases, 
the Supreme Court had earlier laid 
down the rule that, in the light of the 
Congressional intent to leave such re- 
view to the courts of appeals, the 
scope of the subsequent review by the 
Supreme Court should be narrowly 
restricted. On questions of fact in 
such cases, the Supreme Court had 
declared that it would do no more 
than make certain that a fair ap- 
praisal of the record had been made 
by the appellate court. Also, in previ- 
ously decided cases, the Supreme Court 
had intimated that variations in the 
organic statutes would make no dif- 
ference in the application of the rule. 
Hence, in this case, because the ap- 
praisal had been a fair one, the Court 
would not intervene. 

It is quite evident that the petitioner 
never obtained an answer to the tax 
question. In fact, the tax question is 
still open. Nevertheless, Peurifoy 
does contain a precedent—that for the 
purposes of review by the Supreme 
Court, decisions of the Tax Court are 
to be treated as agency adjudications. 
Plainly, however, the tax issue and 
the tax contentions had been shunted 
The petitioner lost—but not 
on a tax issue. It may be said that 


aside. 





* 1954 Code Sec. 7482(a). 
* 340 U. S. 474 (1951). 
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the tax question was so completely 
overshadowed by a larger issue that 
it lost its own importance as a sepa- 
rate question. 


Cammarano v. U. S. 
and Strauss Decision 


In Cammarano v. U. S. and F. 
Strauss & Son, Inc. v. Commissioner * 
(decided by single opinion), the tax- 
payers challenged the disallowance of 
expenditures to influence public vot- 
ing in initiatives. The Commissioner 
had disallowed the deductions by rea- 
son of the language of Treasury Regu- 
lations 111, Sections 29.23(0)-1 and 
29.23(q)-1, which, it was claimed, 
denied to such expenditures deducti- 
bility as ordinary and_ necessary 
expenses. 

The taxpayers’ contention was en- 
tirely one of logic. They maintained 
that the sums expended had been 
necessary to preserve their businesses 
from destruction. Hence, as a matter 
of law, it was claimed, they were ordi- 
nary and necessary, and if the regu- 
lations purported to hold otherwise, 
the regulations were invalid. The 
taxpayers further supported their 
position by citation of the authority 
of Commissioner v. Heininger.® 

The Court turned aside the argu- 
ment that Heininger supported the 
petitioners, stating that Heininger 
merely allowed expenditures when 
they “frustrate[d] no ‘sharply defined 
national or state policies we 
went on to say: “Here the deduc- 
tions sought are prohibited by Regu- 
lations which themselves constitute an 
expression of a sharply defined national 
policy, further demonstration of which 
may be found in other sections of the 
Internal Revenue Code.” (Italics sup- 
plied.) Thereafter, the Court proceeded 
to infer that repeated re-enactments 
of unchanged language in the “under- 


*59-1 ustc J 9262, 358 U. S. 498. 
* 44-1 ustc J 9109, 320 U. S. 467 (1943). 
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lying legislation” meant that Congress 
had acquiesced in the regulatory lan- 
guage of the regulations. 

Again, it is evident that the peti- 
tioners never obtained an answer to 
the tax question. What was supplied 
was a holding that the regulations 
had “acquired the force of law” by 
reason of repeated unchanged re- 
enactments of the underiying statu- 
tory provision. But the real bases of 
the holding were the unarticulated 
premises that the Commissioner’s au- 
thority to interpret Section 23 was 
regulatory, and that his opinion 
whether or not an expenditure out- 
raged public policy had to be accorded 
extreme weight. These plainly are 
not income tax questions but, rather, 
problems of administrative law. Hence, 
it must be concluded that the tax con- 
tentions again were outflanked by ad- 
ministrative law concepts. 


Commissioner v. Hansen 

The last group of cases includes 
those which were decided in a single 
opinion, under the name Commissioner 
v. Hansen. The ratio decidendi of 
this opinion is not easy to grasp, and 
the view expressed in this paper may 
not, perhaps, find wide acceptance. 
However, the key to the analysis of 
the opinion, one thinks, is to rigidly 
juxtapose the various sections of the 
discussion with the Court’s own state- 
ment of the question with which that 
section of the discussion deals. 

The opinion began with the state- 
ment that the questions in the case 
related to the proper and timely ac- 
crual of gross income derived from 
sales of commercial paper to finance 
companies. It proceeded to outline 
the facts to show that the problem 
related to the portion of the sales 
price of such paper which had been 
retained in reserve by the finance 
companies to insure the guaranty lia- 


bility and other liabilities of the dealers 
themselves to the companies. Next, 
the opinion restated the conflicting 
positions assumed by the litigants. 
After an intervening section in which 
the facts peculiar to the separate cases 
were discussed, the Court began the 
opinion proper. But it did that not 
by a frontal attack on the question, 
but rather by a method of separate 
disposal of each of the taxpayers’ 
contentions. 


Thus, the Court turned first to the 
taxpayers’ contention that, in sub- 
stance, the purchaser and not the 
dealer had obtained the loan and, 
therefore, the purchaser and not the 
dealer had owned the portion held in 
reserve by the finance companies. 
That contention the Court thought 
was contrary to the facts, and it then 
moved on to the real tax question—- 
whether the amounts reserved con- 
stituted income to accrual method 
taxpayers at the precise time such 
amounts were recorded as liabilities 
on the books of the finance companies. 


Here the case took a peculiar turn. 
30th parties were in agreement on 
the principles of accrual, but the tax- 
payers maintained that the Commis- 
sioner’s interpretation erred in two 


aspects. Thereupon, the Court pro- 
ceeded to dispose of the taxpayers’ 
two contentions and found those, too, 
to be erroneous. First, the Court said 
that the taxpayers were wrong in 
maintaining that income is not ac- 
cruable unless the right to receive it 
is presently enforceable. Second, the 
Court established that the taxpayers, 
in a “realistic view,” always received 
the total amount held in reserve. 
Thereupon the Court concluded that 
the reserved amounts constituted in- 
come to these accrual basis dealers 
at the time the withheld amounts 
were entered as liabilities on the 
books of the finance companies be- 





*59-2 ustc J 9533, 360 U. S. 446. 
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cause at such time the dealers ac- 
quired a fixed right to receive them. 

Thereafter, however, the opinion 
can be slightly mystifying. From a 
tax viewpoint, the decision had al- 
ready been rendered. Nevertheless, 
the Court pushed on; hence, it 1s 
necessary to persevere in an attempt 
to penetrate into the importance of 
the continuing discussion. Why, in- 
deed, did the Court, after deciding 
that the rules of accounting required 
the taxpayers to include the income 
in accordance with the Commissioner’s 
ruling, discuss the taxpayers’ com- 
plaint that the “holding” was unfair? 
Also, why did it speculate about the 
doleful consequences, if the taxpayers 
were “permit|ted] to escape accrual 
and taxation” ? 

There are—one would think—two 
reasons: First, the Court, in previously 
ruling that the amounts had become 
includable at the moment the financ- 
ing companies had entered them on 
their books as liabilities, had merely 
repeated verbatim the Commissioner’s 
contention with respect to the time of 
accrual. However, at that point, the 
statement served only to supply a 
summarizing conclusion with respect 
to the discussion of substantive law 
which controlled the accruability of 
items. The Court had not yet given 
a reason for its adoption of the Com- 
missioner’s view of the time for ac- 
crual, granting that those items were 
accruable. It must be remembered 
that the petitioners had challenged 
not only the Commissioner’s ruling 
that the items were accruable, but also 
that they were accruable when set up 


as liabilities by the finance companies. 
Second, the Supreme Court assumed 
that the ruling itself was an exercise 
of the power (a power also assumed 
to be completely regulatory) enjoyed 
by the Commissioner (1) to deter- 
mine whether an accounting method 
used properly reflected income and 
(2) when the method did not, to pre- 
scribe one. 


That being so, it is evident that the 
Supreme Court felt it also necessary 
to discuss the propriety of the Com- 
missioner’s ruling with respect to 
time of accrual in relation to the Com- 
missioner’s authority under Section 
41. The ultimate conclusion is, one 
would think, that the Commissioner’s 
ruling was a proper exercise of that 
authority because it was fully re- 
quired both by the very concept of 
accrual accounting and by the com- 
mand of Section 42(a) of the Code. 
Thus, the method of the opinion 
achieved a merger of tax law and ad- 
ministrative law. The ratio decidendi 
was in administrative law, since it re- 
lated to an exercise of administrative 
authority. Only the tests for the 
propriety of the exercise of that ad- 
ministrative authority were found in 
the tax law. 


Attitude of Supreme Court 


According to the writer’s count, 
there were seven groups of tax con- 
troversies decided by opinion during 
the October, 1958 term.’ Two, how- 
ever, were only indirectly tax contro- 
Hence, administrative law 
played an important role in three out 
of five groups. That percentage, one 


versies.® 





Smith, 
(2) Sims v. 


*(1) Parsons v. Smith and Huss v. 


59-1 ustc § 9366, 359 U. S. 215; 
U. S., 59-1 ustc 7 9338, 359 U. S. 108; (3) 
U. S. v. Embassy Restaurant, Inc., 59-1 ustc 
7 9297, 359 U. S. 29; (4) Palermo v. U. S., 
59-2 ustc J 9532, 360 U. S. 343; (5) Peurtfoy 
v. Commissioner, cited at footnote 1; (6) 
Cammarano v. U. S. and F. Strauss & Son, 
Inc. v. Commissioner, cited at footnote 4; (7) 
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Commissioner v, Hansen, Commissioner v. 
Glover and Baird v. Commissioner, 59-2 uste 
{ 9533, 360 U.S. 446. 

*U. S. v. Embassy Restaurant, Inc. and 
Palermo v. U. S., cited at footnote 7. The 
first related primarily to the Bankruptcy 
Act and the second involved the “Jencks” 
rule. 
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would think, is too high for coincidence. 
Moreover, Peurifoy and Cammarano 
unmistakably indicate that the Court 
acted deliberately. The conclusion, 
therefore, is inevitable that the Su- 
preme Court’s image of a tax contro- 
versy resembles that of a controversy 
with any other agency. 


If one were to be asked how an ad- 
ministrative law controversy differs 
most from the usual litigation, the 
answer, it seems, would have to be 
that the analytical approach is particu- 
larly unsuited for the former. The 
same observation also states the handi- 
cap suffered by an unsullied tax ap- 
proach based solely on the meaning of 
statutory language. The problem in 
administrative law is not so much the 
meaning of the legislative language 
as it is the envelopment of the agency 
action within the cover of statutory 
authority to act. Administrative 
agencies are quasi-legislative and quasi- 
judicial instrumentalities to which, it 
is' presumed, have been delegated 
powers of considerable latitude, and 
the precise boundaries of their au- 
thority depend in no uncertain man- 
ner on the attitude adopted by the 
Court toward the review of their 
actions. 


It is by no means a new discovery 
that the Supreme Court views the 
acts of administrative agencies with a 
“hospitable” attitude which includes 
“great respect for agency expertise, 
flexibility, and representation of the 
public interest.” *® Therefore, it must 
also be quite evident that the unre- 
lated analysis of statutory language 
in such circumstances must prove to 
be relatively impotent because the 
very basic premise of the Court’s atti- 
tude is that agency authority ought 
not to be imprisoned within words. 
Usually, in the Supreme Court, 
agency action can be successfully 


challenged only by actual proof of 
lack of authority or of lack of support 
by the agency’s expertise and repre- 
sentation of the public interest. 


The administrative law orientation 
of the legal argument, based though 
it is on exactly the same statutory 
language, serves to sharpen the focus 
of a contention on the more reward- 
ing aspect of the legislative intent. 
It creates a context for the contention 
of the claimed meaning of the statu- 
tory language to which the Supreme 
Court has shown much sensitivity. 
To make use of that sensitivity, it is 
necessary to demonstrate that the 
agency action is at variance with in- 
tended authority, that it flouts legis- 
lative purpose or that it is actually 
inexpert. There is not much doubt 
today that the Court takes seriously 
the need for judicial control to insure 
the rights of persons and to restrain 
excesses in the exercise of agency 
authority. 


The preceding observations should, 
of course, be capable of illustration. 
In a restudy of Cammarano, which 
proves to be ideal for that purpose, it 
must now become evident that the 
contention that the statutory language 
supported the taxpayers’ position, 
and not the Commissioner’s, received 
scant attention. The Court’s image 
of the underlying statute was one of 
broad outline which, by its nature, 
required filling in by administrative 
rule-making. In this respect, the de- 
cision built on Textile Mills Securities 
Corporation v. Commissioner,?° which 
had already established that the statu- 
tory language was not so clear and 
unambiguous as to leave no room for 
interpretive regulation. It was not 
difficult, thereafter, to erect on this 
precedent a fiction of legislative ac- 
quiescence. Nevertheless, one would 
think, the decision remains vulnerable 





®11 Administrative Law Bulletin 273 (Amer- 
ican Bar Association). 
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to an administrative law attack based 
on legislative history or discernible 
Congressional intent. 


It is quite noticeable that Camma- 
rano found its broad support in an 
image of Section 23 (or perhaps of 
the entire Code) as a statute which 
entrusted regulatory power to the Com- 
missioner, The Court said that the 
regulations consisted of regulatory lan- 
guage which prohibited the deductions. 
However, that premise, within the 
expertise of the tax attorney, remains 
fundamentally and entirely unaccept- 
able. The cumulative knowledge of 
the tax bar is, unequivocally, that 
Section 23 is the definitive statement 
of the permissible deductions and that 
there is no more room for regulatory 
regulations prohibiting deductions than 
there can be for regulations creating 
taxable income under Section 22. To 
be sure, reasonable men may differ 
over the meaning of the statutory 
language which either sweeps an item 
into taxation or exempts it from taxa- 
tion and, though the views of the 
Commissioner carry weight, he can 
only interpret. In this area, legisla- 
tive history indicates no Congressional 
intent to delegate positive legislative 
authority. 

Moreover, the broad and unp*ecise 
language of the statute is by design. 
It is intended to permit latitude for 
deduction rather than for disallow- 
ance. The design is to avoid a tax 
on gross income, a purpose which the 
Supreme Court has itself acknowl- 
edged ; in this respect, legislative history 
again reveals that Congress disclaimed 


and particularly rejected the notion 
that the statute was to be used as an 
instrumentality to elevate public moral- 
ity..* Hence, too, the comparison with 
the sections dealing with tax exemp- 
tion seems to be singularly inappro- 
priate simply because a purpose of 
encouragement of only beneficent ac- 
tivities by tax exemption cannot be 
analogized with that of scrupulous 
regard not to tax more than net in- 
come. In short, the regulation pur- 
ported to prohibit where it could only 
interpret and, in prohibiting, it thwarted 
the central purpose for which the 
statute had been intended. As Mr. 
Justice Douglas had previously ob- 
served,’ the decision affirmed a tax 
perilously nearly a tax on gross in- 
come—a situation which only Con- 
gress could authorize. 


The expression of a respectful dis- 
sent nevertheless does not detract from 
the plain fact that the Court’s image 
of the agency authority was the con- 
trolling factor. Hence, it is only by 
the correction of the image of the au- 
thority that the tax contentions can 
regain eloquence and potency. Cam- 
marano required an interpretation of 
the taxpayers’ right to the deductions 
in terms of the limits of delegated 
authority of the Commissioner to de- 
cide which deductions could be denied. 
That right could not be articulated 
abstractly because its ultimate exist- 
ence depended entirely on the ques- 
tion of the Commissioner’s authority 
to snuff it out. 


Cammarano was also substantially 
based on the reason that the regula- 








*“ Section IIB of the 1913 Revenue Act 
permitted the deduction of “losses actually 
sustained during the year, incurred in trade 
or arising from fires, storms, or shipwreck, 
and not compensated for by insurance or 
otherwise The Senate debate con- 
cerned the question of whether or not losses 
in unlawful transactions should be permitted. 

Senator Williams said: 

the object of this bill is to tax a 
man’s net income; that is to say, what he 
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has at the end of the year deducting from 
his receipts his expenditures or losses. It 
is not to reform men’s moral characters; 
that is not the object of the bill at all.” 

The amendments were not carried. (Seid- 
man’s Legislative History, 1861-1938, p. 995.) 

* Commissioner v. Sullivan, 58-1  vustc 
7 9368, 356 U. S. 27. 
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. the one thing most clearly and 
seriously wrong with the present 
Federal tax system is that it does not 
permit us to raise the proper amount 
of revenues and make the proper 
amount of expenditures. 

. . . “the proper amount" of 
revenues and expenditures does not 
necessarily mean ‘‘more.''—Herbert 
Stein, in Essays in Federal Taxation. 


tions were themselves “an expression 
of a sharply defined national policy.” 
In this respect, the opinion retraced 
Commissioner v. Sullivan, in which Mr. 
Justice Douglas laid down three ex- 
ceptions to the rule that the accepted 
meaning would govern in the inter- 
pretation of the statutory language 
“ordinary and necessary.” The sec- 
ond exception there was that of ex- 
penditures prohibited by regulation. 
Moreover, Mr. Justice Harlan, who 
wrote the opinion in Cammarano, noted 
that in Heininger the Court had not 
had the benefit of “an interpretive 
departmental regulation defining the 
application of the words to the par- 
ticular expenses here involved.” 
Thus, Mr. Justice Harlan clearly 
expressed the view that the presence 
or absence of a regulation, whether 
“interpretive” as in Textile Mills 
or “regulatory” as in Cammarano, could 
be crucial. Though Cammarano does 
not specifically indicate how a regu- 
lation can gain such importance in a 
matter unquestionably one for the 
courts to resolve as a matter of law, 
the same Justice supplied a clue in 
Southwestern Sugar & Molasses Com- 
pany v. River Terminals Corporation,'* 
a nontax controversy decided later in 
the same term, in which he wrote: 
“We may assume that the question 
whether a clause of this kind offends 
against public policy is one appro- 
priate ultimately for judicial rather 
than administrative resolution. But 


* 360 U. S. 411, 420 (1959), 3 L. Ed. 2¢ 
1334. 
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that does not mean that the courts 
must therefore deny themselves the 
enlightenment which may be had from 
a consideration of the relevant eco- 
nomic and other facts which the 
administrative agency charged with 
regulation of the transaction here in- 
volved is peculiarly well equipped to 
marshal and initially to evaluate. As 
was said in Far East Conference v. 
United States, 342 U. S. 570, 574, 96 
L. Ed. 576, 582, 72 S. Ct. 492, this 
Court has frequently recognized and 
applied *. a principle, now firmly 
established, that in cases raising is- 
sues of fact not within the conven- 
tional experience of judges or cases 
requiring the exercise of administra- 
tive discretion, agencies created by 
Congress for regulating the subject 
matter should not be passed over. 
This is so even though the facts after 
they have been appraised by special- 
ized competence serve as a premise 
for legal consequences to be judicially 
defined. Uniformity and consistency 
in the regulation of business entrusted 
to a particular agency are secured, and 
the limited functions of review by the 
judiciary are more rationally exercised, 
by preliminary resort for ascertaining 
and interpreting the circumstances 
underlying legal issues to agencies 
that are better equipped than courts 
by specialization, by insight gained 
through experience, and by more flex- 
ible procedure.’ ” 

Again, one must conclude, the is- 
sue turned on the question of whether 
or not the regulation is in operation 
in an area entrusted to agency regu- 
lation. The regulation as an expres- 
sion of sharply defined national policy 
probably would have had no such cru- 
cial importance had the Court’s image 
of the Commissioner’s authority under 
Section 23 not been that of authority 
to permit or to prohibit deductions. 
Had the Court been convinced that 








the Commissioner’s authority was only 
administrative, the opinion, it would 
seem, might well have been closer to 
that in Bisso v. Inland Waterways,“ 
where the agency’s expression of pub- 
lic policy was assigned slight value, 
on the ground that the question was 
one of law for the courts to decide. 


It is rather startling to realize that 
even Heininger proves to be much 
misunderstood for failure to recognize 
that its paternity can be traced to ad- 
ministrative law. In the light of the 
explanation to be found in Southwest- 
ern, it can now more readily be rec- 
ognized that the proscription of an 
activity, in Heininger, by the Post- 
master General could not be a binding 
expression of sharply defined national 
policy for tax purposes because the 
matter was not one entrusted for reg- 
ulation to that agency, but rather to 
the Commissioner. It is now 
possible to speculate that the note in 
Heininger that the Commissioner had 
not provided a regulation reflected 
the same view of the Commissioner’s 
authority then as does Cammarano 
today. 


also 


This analysis of Cammarano estab- 
lishes, one must conclude, that the ar- 
gument based on the abstract meaning 
of words finds little receptivity in the 
Supreme Court except when there is 
no readily available overriding admin- 
istrative law concept. On the two 
broad bases upon which the opinion 
erected, the focus was .on the 
area of delegated authority. That it 
was not sharply focused, lacking the 
concentration which would have been 
supplied by closer analysis of legis- 


was 


lative purpose, is only an unfortunate 
accident. Nevertheless, the Court’s 
attitude and the various opinions by 


the Court reflect a thorough consist- 


ency. What is most important is that 
that very consistency offers a more 
compensating promise for tax coun- 
sel. If, indeed, the consistent atti- 
tude of the Court is a tendency to test 
the challenged determinations of the 
Internal Revenue Service by stand- 
ards which the Court has established 
for the judicial review of the usual 
agency action, the probability of a 
successful challenge, in each instance, 
can be expected from the increasing 
use of the precise grounds in the iden- 
tical manner developed by the Court 
for such purposes. The most glowing 
aspect of that promise is that the vast 
reservoir of nontax precedents which 
has remained an uncharted territory 
for the tax bar can now be tapped. 


Unusual Dilemma Presented 

The study of the administrative law 
methods favored by the Supreme Court 
for the resolution of problems of tax- 
ation must, one would think, also re- 
sult in the realization that it presents 
somewhat of an unusual dilemma. 


In the last analysis, the administra- 
tive law approach to a tax contro- 
versy is nothing more than a change 
in the premises of the approach ; never- 
theless, it produces startlingly different 
results. It has been observed 
that the Supreme Court feels itself less 
bound in administrative law issues by 
principles of stare decis, preferring in- 
stead to develop, eclectically, a work- 
able body of precedents;** yet this 
pragmatic attitude is very much alien 
to the method of the lower courts 
which, on the whole in taxation, must 
search for definite rules in each Su- 
preme Court decision—frequently, also, 
to the extent of fashioning a definitive 
rule of law out of only a summariza- 
tion of the factual record on review."® 


also 





* 349 U.S. 85 (1955). 

* Work cited at footnote 9. 

* For instance, the Tax Court’s reading 
in that spirit of Commissioner v. Tower, 46-1 
ustc § 9189, 327 U. S. 280, and Lusthaus v. 
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Commissioner, 46-1 ustc $9190, 327 U. S. 
293, precipitated the need for restatement 
of their principles in Commissioner v. Cul- 
bertson, 49-1 ustc § 9323, 337 U. S. 733. 
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It is, therefore, easily seen that the 
emphasis most carefully calculated to 
achieve the greatest probability of suc- 
cess in the original trial may fre- 
quently boomerang on appeal. While 
counsel and litigant most certainly 
ought to be expected to try cases on 
a theory which promises the greatest 
possibility of a victory on the first 
effort, far too many cases simply have 
to travel the whole road, including 
appeal or appeals. Frequently, too, 
it is all too evident immediately which 
ones are destined for that fate. 

It is not always possible, however, 
to shift gears completely between 
courts, The record and the theory 
for appeal must be prepared to some 
extent, at least, below. That neces- 
sity is often more difficult to meet 
than the trial problems and may even, 
when an appeal appears certain, de- 
mand a deliberate sacrifice of all or 
some of the chances of initial success. 

Peurifoy was a case like that. In 
the Tax Court, beyond question, the 
most obvious strategy was to acqui- 
esce in that court’s gloss and to seek 
to establish a factual record which 
would prove persuasive within the 
context of that gloss. That choice 
apparently was pursued with thorough 
consistency, and the case, as it later 
proved, was irrevocably marked as 
presenting a question of fact. Never- 
theless, as the dissenting Justices noted, 
there was a vital element of law in the 
controversy because the controversy ac- 
tually involved a mixed question of 
law and fact. The element of law 
was never reached because the tax- 
payer, in selecting the theory of trial 
below, had also unwittingly involved 
himself in another area of some con- 
troversy in administrative law. 


The prevailing opinion in Peurifoy 
unqualifiedly treated the question as 
purely factual; hence, it was possible 
to extend the principle of Universal 
Camera Corporation, and also for the 
Supreme Court to dissociate itself from 
the actual controversy. The dissent- 
ing Justices insisted that the contro- 
versy contained both factual and legal 
elements and, therefore, that the Court 
was required to resolve the question 
of law. We can take it for granted 
that the question was, indeed, a mixed 
one and, actually, whether it was or 
was not would have made little dif- 
ference in the conclusion, The cru- 
cial consideration was that the Court 
had developed the theory that Tax 
Court decisions are analogous to agency 
adjudications."” Recognizing that, one 
can also realize that in this particular 
instance the Supreme Court, as would 
be expected, also elected to forego 
the strictly analytical distinction be- 
tween law and fact in favor of the 
practical distinction, which, it seems, 
is frequently utilized in agency adjudi- 
cation controversies.** The fact, never- 
theless, is that in agency adjudications 
mixed questions of law and fact gen- 
erally seem to achieve classification 
according to which element overwhelm- 
ingly predominates; it is not sufficient 
to demonstrate only that there is some 


- 19 


element of either. 

This favored 
to agency adjudication is not similarly 
the rule in the review of judges’ de- 
cisions, and it rests fundamentally on 


treatment accorded 


the assumption of the greater exper- 
tise of agencies in their fields of 
activity. That such is the case is 
abundantly established by the language 
and the decision of the Supreme Court 
in Dobson v. Commissioner,?® where the 





* The dissenting Justices did not seem to 
have objections to that theory. 

* See Davis, Administrative Law Treatise, 
Vol. IV, pp. 192-213 (Secs. 30:02-30:04). 

* This was the actual point of difference 
between prevailing and dissenting opinions. 
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The majority opted for the practical defini- 
tion, while the dissenters insisted on the 
stricter analytical method. 


* 44-1 ustc 7 9108, 320 U. S. 489 (1943). 
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. I think there has been so much 
steam behind the economy move, and 
such a ready and easy public 
acceptance of economy, that people 
will go for anything that will save 
money.—Senator William E. Proxmire. 


concept seems to have been first ex- 
pressly extended to Tax Court de- 
cisions. Notwithstanding the clear 
indications found in the Court's ref- 
erence to the “clearly erroneous” rule 
required by Section 7482 of the 1954 
Code and to Rule 52(a) of the Rules 
of Civil Procedure (indications which 
prove that the Supreme Court was 
fully aware that Section 7482 some- 
how distinguished Tax Court decisions 
from the usual agency decision-mak- 
ing), the Supreme Court in Peurifoy, 
nevertheless, accomplished a substan- 
tial restatement of some of the Dobson 
concepts.” 

It is evident, one would think, that 
the administrative law shadow on tax 
law is not always separately discernible. 
There are many possible degrees of 
overshadowing. In Peurifoy and Cam- 
marano, the phenomenon was com- 
plete and easily recognizable, whereas 


in Hansen it proved more difficult to 
discover. Nevertheless, in all three, 
the shadow was a reality. That being 
so, the existing situation must be ac- 
cepted as a litigation fact. Indeed, 
one must expect to meet the problem 
more frequently. The more the thought 
pattern of Peurifoy is studied, the more 
firm, one would think, the realization 
must become that tax strategy must 
accommodate to the exigencies of the 
administrative law approach. 

The need for that accommodation, 
peculiarly, is not a newly created de- 
mand. It is necessary to remember 
that Dobson, Textile Mills, Heininger, 
and many other decisions not specifi- 
cally mentioned here, all displayed 
strong inclinations to gravitate in that 
direction. What was lacking was 
only our recognition of the identity 
of the energizing force. It should 
be expected, therefore, that an identi- 
fication of that force may also result 
in its beneficial use. One can at least 
hope that taxpayers’ contentions may 
then prove to be more attractive and 
persuasive than was the fact during 
the October, 1958 term of the Su- 
preme Court, [The End] 





* There is a rational basis in the review 
of agency adjudications for the use of the 
practical method for the identification of 
the fact or law element in mixed questions, 
which, one might think, is a natural out- 
growth of the rule that such adjudications 
require affirmance if there is “substantial 
evidence in the record” to support the de- 
cision. In a sense, the practical definition 
method is a very useful device to make the 
“substantial evidence” rule completely ef- 
fective. The net effect is to provide latitude 
for the regulatory function of the agency. 

This rational basis becomes questionable, 
however, where the review is one of a deci- 
sion by an inferior court of law. In such 
instances, the “clearly erroneous” rule im- 
equivalent restrictions on the 
process of review and, indeed, none would 
seem desirable. There is no need for the 
theory of appellate review of judge-made 
decisions to afford such decisions equivalent 
latitude because the subject matter is com- 
pletely one of application of law to facts 
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with no overtones of quasi-legislative or 
quasi-executive functions. 
It does not seem possible, today, to ques- 


tion that the legislative purpose behind 
Sec. 7482(a) of the 1954 Code, which 
continued the elimination of the effect of 
the Dobson decision, was to make the deci- 
sions of the Tax Court no more immune to 
complete review than is the condition of 
any judge-made decision. In this respect, 
therefore, it is difficult to accept the funda- 
mental premise in Peurifoy that there is an 
analogy between Sec. 7482(a) and _ the 
organic statutes of other agencies which en- 
trust review to courts of appeals. How- 
ever—whether or not the analogy is proper 
—the conclusion, predicated upon a theory 
of such entrustment, which leads to limita- 
tions on the scope of review and, ulti- 
mately, to the practical distinction in mixed 
questions of law and fact suffers from the 
difficulty that it was precisely that situation 
which Congress suppressed by enactment of 
the predecessor section of 7482(a). 
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Criminal Income Tax Policies 
By ROBERT M. SCHMIDT 


A tightening of prosecution standards is urged by the author. The cost of trial, 
the damage to the taxpayer's reputation and the ordeal of trial are 

cogent reasons against sending cases out for prosecution unless there is 
strong probability that the taxpayer is guilty. 


N a Department of Justice news release of January 4, 1960, Charles 

K. Rice, assistant attorney general in charge of the Tax Division, 
made public the 1959 fiscal year-end report heralding the increase in 
the number of criminal tax fraud convictions.’ For purposes of analysis 
and comparison the report was divided between the last seven years, 
from 1952 through 1959, and the 20-year period prior to 1952, com- 
mencing in 1933. This breakdown was apparently chosen because 
of the historical significance of the dates. It was in 1933 that responsi- 
bility for the prosecution of criminal tax cases was expressly delegated 
to the Department of Justice.* Prior to that time criminal tax prosecu- 
tions were only nominally under the assistant attorney general in 
charge of the then Prohibition and Taxation Division. The years 
following 1951 are significant in criminal tax prosecution history 
because of the changes in policy which became effective after the 1951 
Congressional investigations into the administration of the revenue 
laws. The present policies are, accordingly, the resultant of many 
factors, including an increased number of investigating agents, the 
pressures of Congressional investigation, the changing conception of 
tax fraud, the cumulative effect of experience in the litigation of tax 
cases, and the administration of certain defined policies by the Depart- 
ment of Justice. It is the purpose of this article to discuss some of 
these policies insofar as they are related to the statistical data con- 
tained in the Department of Justice report. 


Functions of Criminal Tax Section 


In the Department of Justice, all criminal income tax cases are 
handled by the Criminal Tax Section of the Tax Division. Before 
surveying the various policies it is essential to pinpoint the purpose 
and function of the Criminal Tax Section which so vitally formulates 





*CCH Stranparp FeperAL TAX Reports § 8784. 
* Sec. 5, Executive Order 6166 (June 10, 1933), delegated this authority pur 
suant to Sec. 16, Act of March 3, 1933, Ch. 212, 47 Stat. 1489, 1517. 
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Mr. Schmidt is associated with the law firm 
of Raymond, Chirco & Fletcher in Detroit. 
Formerly he was trial attorney, Criminal Tax 
Section, Tax Division, Department of Justice. 


He is a member of the bar in Michigan 
and Washington, D. C., and a certified 
public accountant in Washington, D. C. 


and controls tax fraud policy. There 
is presently a well-defined dividing 
line separating the jurisdiction of the 
Department of Justice and the Internal 
Revenue Service in criminal tax fraud 
All criminal income tax cases 
are investigated by agents of the Inter- 
nal Revenue Service, processed by the 
regional counsel’s enforcement divi- 
sion, and transmitted to the Depart- 
ment of Justice, whose jurisdiction 
over the case is then primary in the 
review of the evidence and in ulti- 
mate prosecution. Since the Internal 
Revenue Service is presently operating 
under a plan of decentralization com- 
pleted on December 1, 1952, and modi- 
fied on July 1, 1953, the review of the 
case in the Criminal Tax Section con- 
stitutes the only centralized control 
over criminal tax cases. This control 
is intended to prevent undue political 
or economic influence operating either 
in a taxpayer's favor or to his dis- 
advantage and to insure a fair and 
uniform treatment of taxpayers. 


cases. 


The primary responsibility of the 
Criminal Tax Section is the critical 
review of the evidence underlying the 
prosecutive recommendation of the 
Internal Revenue Service. This sec- 
tion has the final decision as to whether 
to proceed with prosecution or to 
decline criminal action in the case. 
In addition to eliminating cases not 
meriting prosecution, the objective of 


*For example, Elmer Irey, The Tax 
Dodgers (New York, Greenberg, 1948); Alan 
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such review is to insure a sound legal 
or policy position and to secure the 
greatest possible degree of uniformity 
in the handling of cases across the 
nation. This element of supervision 
and co-ordination of tax prosecutions 
continues even after the case is for- 
warded to the local United States 
Attorney for prosecution. Many opin- 
ion letters and briefs are prepared in 
Washington, D. C., by members of 
the Criminal Tax Section. Moreover, 
where necessary or advisable, the 
United States Attorneys are provided 
with the services of trial counsel by 
the Criminal Tax Section. 


Prosecution Policy Trends 

Most observers of tax prosecution 
policy cite the year 1952 as the turn- 
ing point in prosecution philosophy 
because of the numerous policy changes 
that resulted after the Congressional 
investigations concluded in 1951. The 
early history of the enforcement of 
the criminal sanctions for revenue 
offenses has been well publicized in 
books and newspapers and on radio 
and television.* Those were the days 
when the criminal sanctions of the 
Internal Revenue Code were found to 
be a very convenient trap for racketeers, 
gamblers and corrupt politicians who 
had escaped the consequences of other 
offenses of a nonfiscal character. The 
much-publicized convictions of Al 
Hynd, The Giant Killers (New York, R. M. 
McBride & Company, 1945). 
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Capone, Jake Guzik, Ralph Capone 
and Tom Pendergast, for example, 
dramatized the tax investigation as 
a secret weapon used by the govern- 
ment only when other law-enforcement 
remedies had failed. This deep-rooted 
impression held by the public is only 
presently being erased, as the sanc- 
tions are more frequently being ap- 
plied to persons in all walks of life. 
The over-all prosecution philosophy 
permeating the early prosecutions, and 
those which continued through the 
World War II period, is best de- 
scribed as an effort to collect the tax 
in substantial cases in which it would 
otherwise have been evaded. As a 
general rule the cases prosecuted in- 
volved very sizable amounts of under- 
stated tax and the flagrancy of the 
violation is evidenced by the prosecu- 
tion record of almost 100 per cent 
convictions by the government. 

In the context of this historical back- 
ground came a chain reaction of events 
ignited by the Congressional investi- 
gations in 1951, resulting in findings 
of scandal, corruption and laxity in the 
administration of the criminal sanc- 
tions of the revenue laws. Several 
results became tangible immediately. 
Several key convictions of persons 
administering the revenue laws were 
obtained. The drive against known 
racketeers reached a new zenith with 
the commencement of the racket drive 
by the Treasury Department. Adminis- 
trative policies of both the Department 
of Justice and the Treasury Depart- 
ment were reappraised. The voluntary 
disclosure policy and the health policy 
were abandoned, and a definite policy 
concerning taxpayers in low-income 
brackets was adopted. Under present 
policies, tax offenders are prosecuted 
as such regardless of their previous 
reputations. The over-all prosecution 
philosophy emphasizes policies and 
prosecutions leading to the deterrence 
of tax evasion because tax fraud 
prosecutions have been found to be 
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an effective deterrent to tax evasion 
by taxpayers generally. 

While the current prosecution philos- 
ophy is discernible and certain specific 
policies are well defined, there still 
remains a factor of a very intangible 
nature that penetrates the administra- 
tion of the criminal sanctions. This 
inestimable ingredient is the profound 
but imperceptible effect upon the offi- 
cials administering the revenue laws, 
caused by the lurking possibility of 
renewed Congressional subcommittee 
investigations. The possibility of criti- 
cism, when viewed from hindsight, 
constitutes an unfortunate influence 
that may cast a shadow in the making 
of policy decisions and of decisions 
in particular cases. 

It is amid the pressures of both the 
tangible and intangible factors that 
attorneys in the Criminal Tax Section 
review Criminal tax cases. While estab- 
lished policies govern certain circum- 
stances such as voluntary disclosures, 
for example, there are, basically, two 
criteria involved in the prosecutive 
determination. Before prosecutive ac- 
tion is recommended there must be 
proof that the taxpayer is guilty beyond 
a reasonable doubt and there must 
be a reasonable probability of securing 
a conviction. This standard has been 
applied consistently as a prosecution 
guide with the exception of a brief 
period of time in the early 1950's 
when “racketeer’” cases were prose- 
cuted if there was a prima-facie case. 
Attorneys in the Internal Revenue 
Service theoretically employ the same 
standard before referring the case to 
the Department of Justice, but the 
practical considerations differ some- 
what in the actual operation of the 
standard. The major consideration of 
attorneys in the Internal Revenue 
Service is an evaluation of the case 
insofar as it affects the revenues. 
Attorneys in the Justice Department 
are more prone to evaluate the case 
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in the light of practical considerations 
which are incidental and supplementary 
to the problems pertaining only to 
the revenues because they are closer 
to the trial stage of the case. Con- 
siderations such as age, health, local 
jury problems, and other trial hazards 
play a greater role in the evaluation 
of the prosecution recommendation. 
With this background material in 
mind it is possible to review in terms 
of statistics the results of the work 
of the Criminal Tax Section. 


Prosecutions Declined by Justice 

As part of the administrative process 
of eliminating not meriting 
prosecutive action, the Criminal Tax 
Section declines prosecution in a vary- 
ing number of cases each year and 
returns the reports and exhibits to the 
Internal Revenue Service for settle- 
ment of the civil tax liability. Prob- 
ably the most startling figure disclosed 
by the Department of Justice was the 
fact that prosecution was declined 
during fiscal 1959 in only 8 per cent 
of the cases referred by the Internal 
Revenue Service. This figure may be 
compared to 40 per cent of declina- 
tions during the period 1946-1952 and 
an average of 14 per cent of declinations 
the period 1953-1959. Prac- 

have concerned over 
the small number of cases declined 
in recent years—13 per cent for 1954, 
18 per cent for 1955, 15 per cent for 
1956, 16 per cent for 1957 and 16 per 
cent for 1958. The 8 per cent for 1959 
is the lowest percentage ever known 
to be declined. 


cases 


during 


titioners been 


Perhaps some cases which might 
have been declined by the Depart- 
ment of Justice were not referred by 
the Internal Revenue Service, since 
the "Department of Justice has re- 
frained from using Section 7207 of 
the 1954 Code. This policy is an after- 
math of the holding in Achilli v. U. S.4 





* 57-1 ustc J 9692, 353 U. S. 373. 
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that Section 7207’s precursor section, 
Section 3616(a) of the 1939 Code, is 
inapplicable to income tax returns. 
Nevertheless, these figures confirm 
the growing suspicion that it is diffi- 
cult and generally impossible to pre- 
vent prosecutive action once the case 
starts “up the line” through the ad- 
ministrative process. The implication 
is that the practitioner must take every 
possible step to prevent a prosecutive 
recommendation when the case is in 
the investigative stages and in the 
Intelligence Division of the Internal 
Revenue Service. This does not mean 
that a course of full cooperation should 
be adopted with the investigating 
agents. Cooperation and the preserva- 
tion of constitutional rights is an in- 
tricate decision involving both legal 
and practical considerations peculiar 
to the facts of each individual case. 
It does mean, however, that counsel 
must prepare his case as to the facts 
and the law at the earliest possible 
moment and not procrastinate in the 
hope of ultimately convincing the at- 
torney in the Department of Justice 
that prosecution is unwarranted. The 
odds are currently only one in 12 for 
success at that stage. 


Trial Record of Justice 


The report of the Department of 
Justice reveals an ever-increasing num- 
ber of successful criminal tax prose- 
cutions. In the first 20 years of the 
Tax Division’s existence, 2,900 persons 
were successfully prosecuted; 4,344 
persons were convicted during the 
past seven years. This numerical 
increase is primarily a function of an 
increasing population and an increase 
in Internal Revenue Service investi- 
gating personnel. The more enlight- 
ening facts are that for fiscal 1959 
there were 541 cases disposed of by 
trial or plea, of which 487 or 92 per 
cent resulted in convictions. It is this 
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92 per cent figure which warrants 
analysis. 


In the period of years prior to 1952, 
an acquittal was a rarity unto itself, 
as the government compiled an almost 
perfect record of convictions. This 
impressive record created a definite 
impression in the mind of the public 
that the government was not prose- 
cuting tax cases unless a conviction 
was practically a matter of course. 
Consequently, a recognizable inertia 
beyond the merits of the case resulted, 
so that most criminal tax cases were 
disposed of on pleas of guilty or nolo 
contendere. The government still an- 
ticipates many pleas, for the courts 
could not possibly handle the flood 
of criminal tax cases if every case 
went to trial. The 1959 figures reveal 
that convictions did not result in 8 
per cent of all cases prosecuted. When 
it is considered that the majority of 
cases were disposed of by plea, it 
follows that acquittals in cases ac- 
tually going to trial are proportionately 
very frequent. While the exact figures 
were not detailed in the report, the 
best estimates available are that the 
government somewhere between 
35 per cent and 50 per cent of the 
cases that proceed to trial. 


loses 


The government’s lack of success 
in cases proceeding to trial may be 
attributable to many factors. There 
are, of course, jury considerations as 
the sanctions are applied to persons 
of previous unblemished reputation. 
Jury sympathy is also found where 
the taxpayer is aged, where he is in 
ill health, where the understatement 
of income is small and where there 
has been a voluntary disclosure. The 
evidence which is typically circum- 
stantial is generally complex. Never- 
theless, there is a very real correlation 
between the number of cases declined 

5U. S. v. Palermo, 57-2 ustc ¥ 9771, 152 F. 


Supp. 825 (DC Pa.), rev'd, 58-2 uste {] 9850, 
259 F. 2d 872 (CA-3). 
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for prosecution and cases lost in the 
trial stage. As prosecution is declined 
in fewer cases, the standard of prose- 
cution generally decreases, with the 
result that poorer cases are presented 
to juries. The pragmatic implication 
is that practitioners handling fraud 
cases should be more trial-minded. 
Tax prosecution trials are typically 
lengthy and complicated, but the in- 
terests of the client call for a trial 
before his peers in instances where 
the government’s case is either be- 
lieved, or known, to be weak. Under 
such conditions the odds are about 
even that the taxpayer will not be 
convicted. 


Unprecedented Prosecutions 

The 1959 report cites as a highlight 
the prosecution of individuals for 
unprecedented offenses. These prose- 
cutions may result from the first prose- 
cution under a newly enacted statute 
or from the initial prosecution under 
a statute on the books for many years. 
The former type was mentioned in 
the report citing the first conviction 
under the new (1958) law providing 
for criminal prosecution of employers 
who fail to comply with a notice from 
the Internal Revenue Service direct- 
ing them to set up a trusteed bank 
account with the United States as 
beneficiary and to pay into such ac- 
count all future income and social 
security taxes required to be withheld 
from the employee’s wages. The latter 
type is illustrated by U. S. v. Palermo,’ 
where the taxpayer was the first one 
ever prosecuted for willfully failing 
to pay taxes after declaring his correct 
income and tax on his return. These 
prosecutions are indicative of an ex- 
panded view of the conceptual nature 
of tax fraud. What was not consid- 
ered fraudulent previously is presently 
so considered either by Congress in 





its legislative wisdom or .by the De- 
partment of Justice officials in their 
prosecutive evaluation. This means 
that the practitioner must be ever 
aware of the trends in the decisions 
and legislative enactments as they 
evolve with the times. 


Formalized Policies 


The afore-cited statistical informa- 
tion reflects a stern prosecution out- 
look taken by the Department of 
Justice. Therefore it may be helpful 
to outline some of the established 
policies and discuss some ways prac- 
titioners can best present their cases 
and protect their clients’ interests. A 
few of these policies include the 
following: 


Voluntary disclosure policy. — Un- 
der a policy administered by the 
Treasury Department and acquiesced 
in by the Department of Justice it 
was once possible for “guilty” tax- 
payers to avoid a criminal prosecution 
by voluntarily disclosing their fraud 
prior to the initiation of an investiga- 
tion. This voluntary disclosure policy, 
which grew up as an administrative 
practice dating back to at least 1934, 
was publicly announced in 1945 and 
formally abandoned by the Treasury 
Department in 1952. 

Under existing policies the fact that 
a taxpayer has voluntarily declared 
his fraud is not per se any reason for 
forestalling prosecutive action if the 
elements of the offense may otherwise 
Under these circum- 
stances, from an administrative point 
of view, in mitigation, a voluntary 
disclosure is considered to be solely 
a matter for the sentencing judge. 
The taxpayer’s counsel should not 
overlook the possibility, however, that 
the voluntary disclosure may affect 
and seriously undercut the prosecu- 
tion’s proof of the element of will- 


be established. 





*18 USC Secs. 4244, 4246. 
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fulness. It is very possible that the 
facts surrounding the disclosure pre- 
sent the basis for an inference of good 
faith by the taxpayer which renders 
it improbable that a jury would be 
convinced of guilt beyond a reasonable 
doubt. These considerations in the 
realm of trial hazards still remain 
cogent in the administrative review 
of the cases despite the passage of 
the formalized policy. 


Health policy.—There was a time 
when prosecutive action would not 
be undertaken in criminal tax cases 
if it would endanger the life or sanity 
of the taxpayer. This health policy 
administered by both the Department 
of Justice and the Internal Revenue 
Service has been abandoned. Prose- 
cution cannot presently be prevented 
merely because it would endanger the 
life or sanity of the taxpayer. 

Under present policies the health 
question is resolved in open court 
when it is raised by a taxpayer's 
motion for a continuance following 
the filing of an indictment or informa- 
tion. If the trial court finds that a 
taxpayer's health condition is perma- 
nent and will preclude a trial at any 
time, it is possible that the United 
States Attorney may secure consent 
from the Department of Justice for 
the dismissal of the indictment or 
information. If the physical condition 
is of a temporary nature, only a tem- 
porary continuance is possible. In 
the rare instances in which mental 
incompetence is asserted by taxpayers, 
there is a statutory procedure which 
may ultimately lead to a commitment.® 
Only in the rare cases where health 
affects the taxpayer’s state of mind 
at the time of the offense or presents 
a serious trial hazard will it be con- 
sidered at the administrative level. It 
is, accordingly, tactically advisable 
for practitioners to concentrate on 
how the element of willfulness is 
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affected and how a jury might feel 
sympathetic to the taxpayer because 
of the health condition. 


Criminal case before civil case.— 
The Department of Justice and the 
Internal Revenue Service still ad- 
minister a policy of long standing 
whereby all phases of the criminal 
case are completed before the civil 
liabilities are settled informally by 
negotiation or are determined judi- 
cially. The application of this policy 
means that it is a futile gesture for 
practitioners to urge that the taxpayer 
will pay all of the civil tax and penal- 
ties if the criminal case is dropped. 

There have been ways in which the 
civil phase of the case has been con- 
sidered prior to the completion of the 
criminal case but these maneuvers 
have thus far been at the judicial 
stage, and not at the administrative 
stage, of the proceedings.’ While the 
payment of the taxes after criminal 
investigation has commenced may not 
influence the prosecutive decision at 
the administrative level, it may, de- 
pending upon the circumstances, be 
admissible in evidence and have strong 
jury appeal. 


Small tax frauds.—The recognition 
that income tax frauds in the lower 
income brackets amount in the aggre- 
gate to a sizable sum of revenue every 
year has produced numerous prosecu- 
tions of small taxpayers. Despite trial 
hazards caused by jury sympathy in 
small cases, the Department of Jus- 
tice is prosecuting these cases, regard- 
less of the size of the deficiency, if 
the evidence indicates guilt beyond a 
reasonable doubt and there is a rea- 
sonable probability of conviction. 


This policy is reflected in the re- 
ported statement by the Department 





"See U. S. v. Brodson, 58-1 ustc J 9183, 
155 F. Supp. 407, 58-1 ustc $9183 (DC 
Wis.), and Commissioner v, Licavoli, 58-1 
ustc § 9281, 252 F. 2d 268 (CA-6). 
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of Justice that there are a substantial 
number of cases charging the willful 
omission of dividend and interest in- 
come front tax returns. These cases 
are described in the report as having 
“an impact beyond the immediate 
factual situation.” This policy—per- 
haps better than any other—empha- 
sizes the philosophy of using the 
criminal sanctions for their deterrent 
effect. When presenting arguments 
to government attorneys handling tax 
fraud cases, it is now apparent that 
the size of the tax deficiency is not a 
controlling factor in the consideration 
of a prosecution recommendation. It 
is best, therefore, to concentrate on 
arguments as to how the small tax 
deficiency undercuts the element of 
willfulness and how it presents trial 
hazards for the prosecution because 
of the possible failure of proof. 


Offers in compromise.—By virtue 
of the authority vested in the Com- 
missioner of Internal Revenue and 
the Attorney General by Section 7122 
of the 1954 Code, these officers have 
plenary power to compromise any 
civil or criminal case arising under 
the internal revenue laws while the 
case is within their respective juris- 
diction. Despite the existence of this 
power which is termed “plenary” and 
“untrammeled,” there are several re- 
strictions imposed for policy reasons. 
Express policy statements of the In- 
ternal Revenue Service state that 
criminal liability will not be com- 
promised unless it involves only regu- 
latory provisions and there is no intent 
to defeat a tax. The Department of 
Justice formerly administered an offer- 
in-compromise policy which required a 
plea of guilty, and sometimes nolo 
contendere, to the major count of the 
indictment and the payment of the 
full civil liability for taxes, penalties 


*Statement of procedure rules, 26 CFR 
601.203(a)(1)-(2) (1956). 





and interest insofar as the taxpayer's 
financial condition would permit. The 
settlement of the civil liabilities with 
the criminal features of the case led 
to so many traps and problems that 
the Department of Justice recently 
revised this policy. Under existing 
procedures an offer in compromise 
will not be considered in criminal 
tax cases. 

Under this new policy the criminal 
features of the case are entirely sepa- 
rate from the civil features of the case. 
Since a taxpayer may still plead to 
the major count in the indictment, 
the only change comes in the timing 
element as to the compromise of the 
civil liabilities. Nevertheless, this change 
in procedures prevents taxpayers from 
trying to negotiate for the disposition 
of the criminal and the civil features 
of the case simultaneously in instances 
in which an offer in compromise ap- 
pears desirable. 


Jeopardy-assessment policy.—In ad- 
dition to the ordinary criminal and 
civil sanctions, counsel for taxpayers 
must constantly guard against actions 
which will provoke a jeopardy assess- 
ment, which is, by its nature, an addi- 
tional punitive measure. A jeopardy 
assessment is a stopgap remedy to 
protect the collection of the revenue 
where the collection of the tax de- 
ficiency, will be jeopardized by delay. 
The process is an immediate assess- 
ment of the tax deficiency together 
with all interest, additional amounts, 
and additions to the tax provided for 
by the tax law. It is an arbitrary 
tax assessment designed to control 
available assets of the taxpayer pend- 
ing the final determination of the tax 
liability and represents the sole in- 
stance in which the civil tax collection 
machinery is.put into operation while 
a criminal fraud case is pending. 





* See, for example, U. S. v. Brodson, 57-1 
ustc J 9386, 241 F. 2d 107 (CA-7), cert. den., 
354 U. S. 911 (1957). 
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Without discussing the intricate 
substantive law of jeopardy assess- 
ments, it is noteworthy to enumerate 
some of the actions which provoke 
this move which can so effectively 
tie up a taxpayer’s assets.° While 
some types of persons, such as gamblers 
and other individuals engaged in illegiti- 
mate activities, are immediately suspect, 
most criteria are geared to activity 
which consists of the concealment, 
secretion or dissipation of assets to 
avoid payment of taxes after an as- 
sessment of taxes in the usual manner. 
The determination of whether the 
revenue is in jeopardy and, conse- 
quently, whether a jeopardy assess- 
ment and accompanying liens will be 
levied is by the Internal Revenue 
Service. The opinion of the Depart- 
ment of Justice is generally obtained 
it the criminal case is already pending 
and if there is sufficient time, but 
the primary responsibility for the 
decision remains with the Internal 
Revenue Service. A jeopardy assess- 
ment may usually be avoided by ad- 
vising the taxpayer to refrain from 
the prohibited acts. When business 
reasons or other cogent practical rea- 
sons dictate that property should be 
sold or converted, it is sometimes 
possible to give assurances to the 
local taxing officials that the purpose 
of the transaction is not to secrete or 
conceal funds. It may, accordingly, 
be possible to avoid the utilization of 
the jeopardy in such instances. 


Special tax fraud drives.—The De- 
partment of Justice report mentions 


explicitly that continued attention 
was given during 1959 to the field of 
organized crime as illustrated by tax 
indictments against two members of 
the Apalachin group and to labor 
racketeering as illustrated by the con- 
viction of Dave Beck and seven other 
prominent union officials. These prose- 
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cutions stem primarily from special 
drives on particular groups of indi- 
viduals by the Internal Revenue Service. 
Despite these drives on specialized 
groups, the report states that the 
majority of convictions in 1959 were 
of tax violators—in business, profes- 
sional and employee groups—who had 
never before been in any trouble with 
the law. The prognosis for the future 
is that the tempo of prosecutions in 
both the racketeer and nonracketeer 
groups will be increased. The reason 
cited in the report is that the Internal 
Revenue Service has received addi- 
tional funds with which to conduct 
more fraud investigations, which should 
be reflected in additional referrals of 
cases to the Department of Justice 
for criminal prosecuton. As more 
cases involving transactions of indi- 
viduals in the business or professional 
realm are prosecuted, it is essential 
that practitioners carefully scrutinize 
the tax law and tax accounting involved 
in determining income so that defenses 
in the case may be appropriately and 
timely presented. 


Conference Policy 


Before the 
cution is made by the Criminal Tax 
Section, an opportunity is afforded 
taxpayers, upon request, to have a 
conference to present any materials on 


decision as to prose- 


their behalf. This conference can be 
of vital importance to the taxpayer, 
for this is the last opportunity to 
present evidence to counteract the 
voluminous mass of documentary 
files and exhibits which the investi- 
gating agents have accumulated for 
review by the government attorneys. 
The Department of Justice adminis- 
ters what is called a “one conference” 
rule whereby any particular taxpayer 
is afforded one, and only one, confer- 
ence on each case. The taxpayer may 
be represented by counsel of his 
choice, whether enrolled before the 
Treasury Department or not, and he 
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may appear in person in Washington, 
D. C., either with or without counsel. 


The volume of cases handled by the 
Criminal Tax Section has a bearing 
on conference techniques to be em- 
ployed when presenting arguments 
before the government attorneys. A 
record number of 797 cases were re- 
ferred to the Department of Justice 
by the Internal Revenue Service dur- 
ing 1956. This record was broken 
in 1957, when 885 new cases were re- 
ferred. This volume, which con- 
tinued during 1958 and 1959, is sig- 
nificant when it is realized that there 
have never been over 20 attorneys, 
including trial attorneys and their 
superiors, in the Criminal Tax Section 
at any one time, and the number 
averages considerably less. The case 
load per attorney places a definite 
premium on time. The time element 
becomes even more important in the 
light of the 1959 report that the aver- 
age case was referred to the United 
States Attorney for prosecution with- 
in two months from the time it was 
received from the Internal Revenue 
Service. 

Several considerations besides gen- 
eral conference techniques follow from 
the time demands placed upon the 
government attorneys. Practitioners 
should present all meritorious argu- 
ments, but should be concise and to 
the point in presenting their cases. 
It also means that practitioners should 
not request and attend a conference 
unless there is something meritorious 
to present. In addition to the natu- 
ral human reaction resulting from 
wasting the conferee’s time, the lack 
of any meritorious argument on the 
taxpayer's behalf also lends assur- 
ance to the conferee’s belief that the 
investigating agents have fully investi- 
gated the case and explored all possi- 
ble defenses. 


Serious consideration should also be 
given to the possibility of submitting 
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written materials on complicated legal 
arguments or accounting technicalities. 
While there are dangers involved in 
possibly limiting later defense conten- 
tions, a very definite advantage de- 
rives from the fact that there is no 
loss of emphasis or content due to 
the communication of the arguments 
to the conferee’s superiors. 


All recommendations by the at- 
torneys of the Criminal Tax Section 
are reviewed by their superiors, and 
the final decision to prosecute the 


case is frequently made by these 


superiors, who were not present at the 


conference. 

Even aside from the tangible appear- 
ance of contentions submitted in 
memorandum form, the practitioner 
thereby effectively presents his argu- 
ments to all persons involved in the 
review of the case. 

Finally, within the wisdom of re- 
serving certain information for tactical 
purposes in the event of trial, this 
conference should be an “all out” at- 
tempt to present matters favorable 
to the taxpayer’s case. There is no 
review beyond this level. 


Conclusion 

While statistics may be indicative 
of a trend and characteristic of the 
aggregate, they cannot resolve any indi- 
vidual case. Each tax fraud prose- 
cution represents a conflict between 
one individual and his government in 
a context that has a very real mean- 
ing to the individual in terms of his 
liberty and reputation. The statistics 
clearly demonstrate that these are 
very difficult times in which to pre- 
vent a prosecution recommendation 
at the administrative level of the 
review of the case. The cost of a 
trial, the damage to a_ taxpayer’s 
reputation caused by the return of an 
indictment, and the traumatic experi- 
ence of going through the ordeal of a 
trial should be cogent reasons against 
sending cases out for prosecution un- 
less there is a strong probability that 
the taxpayer is, in fact, guilty of the 
charge. Taxpayers have historically 
looked upon the Department of Justice 
as a place to secure justice in their 
cases. One can only hope for a tight- 
ening of prosecution standards so 
that taxpayers will not have to prove 
their innocence in court. [The End] 


SUPREME COURT TO GET DU PONT CASE 


The government has filed an appeal with the United States 
Supreme Court in the E. J. du Pont De Nemours and Company 
case, 177 F. Supp. 1, where a federal district court held, in an 
antitrust action, that the du Pont Company did not have to 
divest itself of ownership of General Motors stock. Du Pont 
was, however, divested of the right to vote the stock, the voting 
rights to be exercised by du Pont shareholders (with exceptions). 


Under existing tax law, if du Pont were to be required to 
distribute its GM stock to du Pont shareholders, the distribu- 
tion would be taxed as a dividend. Under a bill (S. 200) intro- 
duced by Senator Frear, the du Pont shareholders would pay 
no tax upon receipt of the GM stock, since the distribution 
would be treated as a nontaxable stock dividend. A similar 
bill (H. R. 8126) was reported to the House on September 2, 
1959, by the House Ways and Means Committee. 
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Section 1244 Stock 


By FREDERIC A. NICHOLSON 


This relatively new Code section was designed to encourage investment 
in small business, although investors do not invest in anticipation of loss. 
Does it do that, with all its attendant rules and 

limitations? Mr. Nicholson is a member of the New York bar. 


N 1958 a number of amendments to the Internal Revenue Code 

were enacted for the purpose of granting aid to that somewhat amor- 
phous group, the small businesses of our nation... Among these was 
the addition to the Code of Section 1244.? 


Subject to certain conditions and limitations, Section 1244 pro- 
vides that a loss on the sale or exchange of stock which would other- 
wise be treated as a capital loss shall he treated as an ordinary loss. 
For this purpose the term “sale or exchange” includes a transaction 
treated as a sale or exchange by other provisions of the Code; there- 
fore the section may give ordinary loss on the worthlessness or re- 
demption of stock or on the liquidation of a corporation.* 

The primary objective of the section is the encouragement of 
additional investment in small business,‘ but the benefits are not 
limited to an investor, in the sense of an outsider who places funds 








‘See Small Business Tax Revision Act of 1958, 72 Stat. 1676-1785 (1958). 

* The provision that was to become Sec. 1244 originally appeared as Sec. 2 of 
H. R. 13382, 85th Cong., 2d Sess., a bill introduced in the House of Representatives 
on July 14, 1958, and passed by the House on July 21, 1958. The bill was reported 
favorably by the Senate Finance Committee, but on the floor of the Senate it was 
offered and accepted as an amendment to H. R. 8381, 85th Cong., 2d Sess., then 
under consideration. See 104 Congressional Record 15787, 15794 (daily ed., August 
12, 1958). The two bills were enacted on September 2, 1958, as separate titles of 
the same act. See Technical Amendments Act of 1958, 72 Stat. 1606 (1958), and 
Small Business Tax Revision Act of 1958, 72 Stat. 1676 (1958). The House com- 
mittee report on H. R. 13382—H. Rept. 2198, 85th Cong., 2d Sess. (1958)—contains 
a discussion of the provisions of Sec. 1244. Although minor « anges to H. R. 
13382 were made by the Senate Finance Committee, there is no Senate report on 
the bill. However, a summary of these changes was printed in the Congressional 
Record. See 104 Congressional Record 15791-15792 (daily ed., August 12, 1958). 

*Section 1244(a) refers only to “a loss on section 1244 stock” whereas the 
proposed regulations refer to a loss on a sale or exchange “including a transaction 
treated as a sale or exchange . . . .” (Proposed Treasury Reg. Sec. 1.1244(a)-1(a) 
(1959).) Conceivably, a loss on stock can be sustained in some other manner—a 
loss as a result of fraud might be an example—but, if so, it would be an ordinary 
loss under other provisions and Sec. 1244 would not apply. See Sec. 165. 

*See H. Rept. 2198, 85th Cong., 2d Sess. (1958), p. 4, for discussion of objec- 
tives of Sec. 1244. 
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at the risk of a business operated by 
someone else. Thus, the section may 
apply to a loss on stock received by 
the owner and operator of a going 
business on the transfer of the busi- 
ness assets to a new corporation. 


Stock entitled to the ordinary loss 
is defined as “Section 1244 stock.” In 
order to comply with the require- 
ments of the definition, the corporation 
issuing the stock and the shareholder 
receiving it must satisfy a number of 
requirements. Reflected in these re- 
quirements are the basic policy de- 
cisions as to the purpose of Section 
1244 and as to the extent to which any 
one corporation should be able to 
issue stock entitled to the benefits of 
that section. The purpose of this 
article is to discuss generally the pro- 
visions of Section 1244 and a number 
of problems relative to that section. 


Persons Entitled to Benefits 
of Section 1244 

The benefits of 1244 are 
limited to individual, 
either sustained by him or sustained 
by a partnership of which he is a 
partner.’ If the loss is sustained by 
a partnership, Section 1244 applies to 
an individual partner’s distributive 
share of the loss.® A trust, estate or 
corporation may never receive ordi- 


Section 


losses of an 





*Sec. 1244(a). Unless otherwise stated, 
Internal Revenue Code 


citations are to the 
of 1954. 

*As passed by the House of Representa- 
tives, Sec. 1244 would have been inapplicable 
to losses sustained by a partnership even 
though the partners were individuals (H. R. 
13382, 85th Cong., 2d Sess., Sec. 202 (1958) ). 
However, an amendment to extend the sec- 
tion to cover losses sustained by a partner- 
ship was offered and accepted on the floor 
of the Senate (104 Congressional Record 
15794 (daily ed., August 12, 1958)). In 
conference, the House receded and agreed 
to the amendment (H. Rept. 2632, &5th 
Cong., 2d Sess. (1958)), p. 43. Without the 
amendment it would have been questionable 
as to whether Sec. 1244 could apply to 
losses sustained by an investment club. See 
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nary loss treatment under Section 
1244 either for losses sustained by it 
or for losses sustained by a partner- 
ship of which it is a partner.’ 


There is, in addition, a limitation 
based on the manner in which the 
stock is acquired. Specifically, if an 
individual sustains a loss on the sale 
or exchange of stock, he may be en- 
titled to the benefits of Section 1244 
only if he acquired the stock in an 
issuance by the corporation. Simi- 
larly, stock must be acquired by a 
partnership in an issuance in order 
that a loss by the partnership may be 
treated as an ordinary loss.* A loss 
on stock acquired from a shareholder 
in any manner—including gift, pur- 
chase, or bequest—may not be treated 
as an ordinary loss,® and this is true 
even if the transferor shareholder was 
entitled to ordinary loss had he sold 
the stock. 


The purpose of the acquisition rule 
is to confine the section strictly to 
losses sustained by the person who 
is responsible for the addition of new 
funds to the corporation. Whether 
this objective can be frustrated through 
the formation of a partnership is open 
to question, or at least may have been 
prior to publication of the proposed 
regulations. As an illustration, as- 
sume that A and B, both individuals, 


Sec. 761(a)(1), which implies that such a 
club is a partnership for tax purposes unless 
all of the members elect to have it treated as 
other than a partnership. 

* Section 1244(a) restricts the provisions to 
losses of an individual and Sec. 1244(d)(4) 
provides that the term “individual” does not 
include a trust or estate. Query: Does this 
exclude stock held by a voting trust? Cf. 
Proposed Treasury Reg. Sec. 1.1371-1(e), 
which recognizes a voting trust as a share- 
holder for purposes of Sec. 1371. 

*Sec. 1244(a). 

* Logically, this should also apply to joint 
ownerships, so that if an individual acquires 
full ownership of stock as the survivor of a 
joint tenancy, part of his interest presumably 
is deemed acquired other than by issuance. 
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form a partnership to which they con- 
tribute money and that the partner- 
ship invests the money in stock which 
meets the requirements of Section 
1244. If the stock were subsequently 
sold by the partnership at a loss, 
both A and B would be entitled to an 
ordinary loss for their distributive 
shares, subject to the dollar limitation 
imposed by Section 1244(b). This 
result presents no difficulty, since it 
permits A and B to accomplish through 
a partnership that which they could 
have accomplished directly had each 
invested his money in the purchase of 
Section 1244 stock. Suppose, how- 
ever, that B were to sell his partner- 
ship interest to C prior to the time 
the partnership sustains a loss on the 
Section 1244 stock. In the event of 
a subsequent loss by the partnership, 
may C receive an ordinary loss for 
his distributive share? Obviously, if 
C were allowed an ordinary loss, the 
original-investor requirement could be 
circumvented when the stock is ac- 
quired by a partnership. 


In recognition of this, the proposed 
regulations provide that an individual 
partner may be allowed an ordinary 
loss under Section 1244 only if he was 
a partner at the time the partnership 
acquired the stock in an issuance from 


the corporation.’® The proposed regu- 
lations, in effect, adopt a combination 
of the aggregate and entity theories 
in applying Section 1244 to losses 
sustained by a partnership: The entity 
theory applies in that one must look 
to the partnership to determine whether 
the stock was acquired by issuance 
(for example, Section 1244 would not 
apply if the partnership acquired the 


1.1244 





* Proposed Treasury Reg. Sec. 
(a)-1(b)(2). 

™ Revised Report on Partners and Part- 
nerships Received by the Subcommittee on 
Internal Revenue Taxation from the Ad- 
visory Group (December 31, 1957), p. 7. 

“Interested persons have not been unani- 
mous in endorsing this interpretation of 
Sec. 702(b). In commenting on the advisory 
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stock in a tax-free transfer from a 
partner) ; but the aggregate theory is 
applied with respect to each partner’s 
distributive share in order to deter- 
mine the extent to which the original- 
investor requirement is satisfied. 

By adopting in part the aggregate 
theory, the proposed regulations have 
touched on an important, but as yet 
unsettled, area of partnership law, for 
its effect is to provide that a loss 
which would qualify as an ordinary 
loss if viewed solely at the partner- 
ship level may be treated as an 
ordinary loss to some partners and a 
capital loss to others, depending on 
when they acquired their partnership 
interests. Perhaps relevant to this 
is a position taken by the Subchapter 
K advisory group appointed by the 
subcommittee on internal revenue 
taxation. In its final report the ad- 
visory group stated that, pursuant to 
Section 702(b), the character of items 
constituting a partner’s distributive 
share should be determined by refer- 
ence to that partner’s separate activi- 
ties, as well as by the activities of the 
partnership. As an example, the re- 
port indicates that gain on a sale of 
property by a partnership might re- 
sult in ordinary income to a partner 
who is a real estate dealer and capital 
gain to a partner who is not." Per- 
haps the position taken in the pro- 
posed regulations indicates the adoption 
by the Treasury of the advisory group’s 
reasoning.*? 


Annual Limitation 


Section 1244(b) imposes an annual 
limitation on the amount of ordinary 
loss a taxpayer may receive by reason 


group report, the Committee on Taxation 
of the Association of the Bar of the City of 
New York stated that under the present 
statute the character of gains and losses 
should be determined at the partnership 
level. (Hearings Before the Committee on 
Ways and Means of the House of Repre- 
sentatives, 86th Cong., Ist Sess. (1959), p. 
1017. 
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1244. If, for the taxable 
year in which the loss is incurred, the 
taxpayer files a separate return, the 
limitation is $25,000; but if a husband 
and wife file a joint return for the 
taxable year, the aggregate amount 
of loss incurred by both during the 
year that may be treated as an ordi- 
nary loss is $50,000. Since Section 
1244 is operative only if the loss 
would otherwise be treated as a capital 
loss, it follows that any loss during 


of Section 


the taxable year in excess of the an- 
nual limitation must be treated as a 
capital loss. 


If the loss on Section 1244 stock is 
incurred by a partnership, the limita- 
tion on each partner’s distributive 
share is determined by reference to 
the type of return filed by that part- 
ner for his taxable year in or with 
which the partnership’s taxable year 
ends—that is, the partnership’s tax- 
able year in which the loss is incurred. 
Thus, for example, if A and B, both 
married and filing joint returns, are 
equal partners, up to $100,000 of part- 
nership loss on Section 1244 stock 
may be taken as an ordinary loss 
deduction by the partners on their 
individual returns—$50,000 by each. 
If, for the same taxable year, a part- 
ner in his individual capacity has 
losses on Section 1244 stock, his part- 
nership losses should be aggregated 
with the individual losses and the 
limitation imposed on the aggregate 
amount. The imposition of the an- 
nual limitation at the partner level is 
supported by the legislative history 
of Section 1244'* and is consistent 
with the position taken in the part- 
nership regulations on other dollar- 
amount limitations.** 


The annual limitation is imposed on 
the aggregate amount of loss on Sec- 
tion 1244 stock for the taxable year; 





* See H. Rept. 2632, 85th Cong., 2d Sess. 
(1958), p. 43. The report incorrectly refers 


to the annual limitation as a $50,000 or 
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it is not imposed on a corporation-by- 
corporation basis. Thus, if a married 
taxpayer incurs, in the same taxable 
year, a $50,000 loss on Section 1244 
stock in Corporation A and a like 
amount of loss on Section 1244 stock 
in Corporation B, he is limited to 
$50,000 of ordinary loss. Because of 
this, the section should generally do 
little to enhance existing tax incen- 
tives in favor of forming multiple 
corporations. 


To some extent this statement must 
be qualified, because even with the 
annual limitation there are situations 
where, as a result of Section 1244, it 
might be worthwhile to form more 
than one corporation. As an illustra- 
tion, if an individual plans the in- 
corporation of two business ventures 
the fortunes of which are not inter- 
related, there may be compelling 
reasons for transferring them to differ- 
ent corporations. If one business 
succeeds and the other fails, by trans- 
ferring them to separate corporations 
the appreciation in value of stock at- 
tributable to the success—which may 
be recognized as capital gain, assum- 
ing the collapsible corporation rules 
to be inapplicable—is not offset against 
the decline in stock value attributable 
to the failure—which under Section 
1244 may be recognized as an ordi- 
nary loss. If, instead, the two ven- 
tures are conducted in one corporation, 
the decline in stock value attributable 
to the failure is offset by the increase 
in value attributable to the success 
and to that extent is, in effect, a capital 
loss. 


Definition of ‘Section 1244 Stock"’ 


To qualify stock as Section 1244 
stock a number of requirements must 
be satisfied, all but one of which may 
be determined at the time the stock 


$100,000 limitation instead of a $25,000 or 
$50,000 limitation. 
* Treasury Reg. Sec. 1.702-1(a) (8) (iii). 
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is issued.**> However, the determina- 
tion as to whether that one require- 
ment is satisfied may be made only 
at the time the shareholder sustains 
a loss on the stock. As a result of 
this, a taxpayer may not be absolutely 
assured that he will receive ordinary 
loss treatment on the sale or exchange 
of the stock until the loss is actually 
sustained. 


As to the requirements that may be 
determined at the time the stock is 
issued—the statute provides that Sec- 
tion 1244 stock is common stock in a 
domestic corporation issued pursuant 
to a plan adopted by the corporation 
after Jure 30, 1958, to offer stock for 
a specified period not exceeding two 
years from the date that the plan is 
adopted, provided: 


(1) At the time the plan is adopt- 
ed, the corporation is a “small busi- 
ness corporation” as defined in Section 


1244(c) (2). 


(2) At the time the plan is adopt- 
ed, no portion of a prior offering is 
outstanding. 


(3) The consideration paid by the 
shareholder for the stock is money or 
other property, not including stock 
or securities. 

(4) No new offering is made sub- 
sequent to the adoption of the plan 
and before the stock is issued pursuant 
to the plan. 

The final requirement—the one which 
may not be determined at the time of 
issuance—relates to the nature of the 
corporation’s gross receipts for a spec- 
ified period prior to the date on which 
the loss on the stock is sustained. Briefly 
stated, unless over 50 per cent of the 
corporation’s gross receipts for the pre- 
scribed period is derived from sources 


® Section 1244(c)(1) sets forth all the re- 
quirements of Sec. 1244 stock. 

* Sec. 1244(c)(1). 

™But cf. Sec. 306(e) which provides a 
limited definition of what is not common 
stock for purposes of that section—that is, 
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other than certain investment-type in- 
come, the stock on which the loss is 
sustained does not qualify for ordinary 
loss treatment. It is, of course, pos- 
sible that some shares of a corporation 
will be disqualified by the gross re- 
ceipts test and others of the same cor- 
poration will not, depending on when 
they are sold or exchanged. 


Common Stock 
in Domestic Corporation 


Only common stock in a domestic 
corporation may qualify for ordinary 
loss under Section 1244.%° Section 7701 
(a)(4) defines a domestic corporation 
as a corporation “created or organized 
in the United States or under the law 
of the United States or of any State 
or Territory.” There is, however, no 
definition of “common stock” in Sec- 
tion 1244, nor is it affirmatively defined 
at any other point in the Code." 


Corporate law has not developed 
any widely accepted definition of com- 
mon stock, but there is general agree- 
ment that it is stock which entitles its 
owner to an equal prorata share of the 
profits and assets with no preference 
or advantage over other shareholders. 
In addition, certain rights to share in 
the affairs and control of the corpora- 
tion ordinarily attach to common stock, 
but generally this is not considered 
essential.*® 


For purposes of Section 1244 the 
emphasis seems to be on the nonprefer- 
ential right to share in profits and 


assets, with the inference that the 
right to share in the control and affairs 
of the corporation is of lesser impor- 
tance. This is suggested by both the 
committee report and the proposed 
regulations which provide that non- 


common stock convertible into stock other 
than common stock. 

* See, generally, Fletcher, Cyclopedia of 
the Law of Private Corporations, Vol. 11, 
Sec. 5086 (revised 1958). 
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voting stock may qualify.’® Moreover, 
it is consistent with the objective of 
Section 1244—to stimulate the invest- 
ment of risk capital if? small business 
—since that objective is satisfied whether 
or not the investor participates in the 
affairs of the corporation. 


The proposed regulation holds that 
common stock which is convertible 
into other-than-common stock does not 
qualify.*° Without this rule the ob- 
jective of the statute could be circum- 
vented by the issuance of convertible 
stock. Therefore, the proposed regu- 
lation is probably valid even though 
there is no corresponding rule in the 
statute. The point, however, is not 
free from doubt.”? 


Adoption of Plan 


Prior to the issuance of Section 1244 
stock, the corporation must adopt a 
plan to offer such stock for a specified 
period ending not later than two years 
thereafter.** To satisfy this, some for- 
mal action preliminary to the issuance 
should be taken by the directors, offi- 


cers or shareholders, depending upon 
in whom the authority to issue stock 
is vested. 


The action should transpire at a 
meeting of directors or stockholders 
if their authorization is required, and 
it should be evidenced in a formal 
resolution, in the minutes of the meet- 
ing or in some other document. It 
seems advisable that the document be 
dated, and it should specifically state 
in dollars the maximum amount to be 
received by the corporation for the 
stock and the period of time within 
which the offer remains open, which 
period must end not later than two 
years after the date of adoption.** 


” Proposed Treasury Reg. Sec. 1.1244 
(c)-1(b); H. Rept. 2198, 85th Cong., 2d 
Sess. (1958), p. 8. 

* Proposed Treasury 
(c)-1(b). 

**In Sec. 306(e) it is specifically provided 
that convertible common stock is not con- 
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Although not required, it would be 
advisable to indicate in the plan an in- 
tention that the stock qualify under 
Section 1244. 


Ordinarily, there is no reason why 
these requirements may not be readily 
satisfied by a corporation that has been 
properly advised in advance of an 
issuance. It seems likely, however, 
that they call for formal action not 
typically incident to the issuance 
of stock by many closely held cor- 
porations and, therefore, some corpo- 
rations acting under inadequate advice 
might neglect to follow the proper 
procedure. It is relevant, then, to ask 
whether these procedural requirements 
are essential. 

Suppose, for example, that a cor- 
poration issues stock under circum- 
stances such that the stock would 
otherwise qualify under Section 1244, 
but that a plan has not been adopted 
as prescribed above. If authority under 
other sections is applicable, the share- 
holders of such a corporation might de- 
rive some comfort. 


As an example, Section 332, re- 
lating to tax-free liquidations of sub- 
sidiaries, provides that the parent 
corporation must own a specified per- 
centage of the subsidiary “on the date 
of the adoption of the plan of liquida- 
tion” and also requires in certain cir- 
cumstances that a distribution be made 
“in accordance with a plan of liquida- 
tion under which the transfer of all of 
the property under the liquidation is 
to be completed within three years.”** 


However, the courts have held that 
the section may apply, even though 
no statement of liquidation has been 
made, if in fact the liquidation occurs 
and the distributions are made within 


sidered common stock for purposes of Sec. 
306. 

® Sec. 1244(c)(1)(A). 

* Proposed Treasury Reg. Sec. 1.1244(c)-1 
(c) (1). 

* Sec. 332(b)(1) and (3). 
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the three-year period.*®* Further, the 
statute provides tax-free treatment on 
certain exchanges if made “in pur- 
suance of the plan of reorganization,” ** 
but the decisions are almost unanimous 
in holding that the plan may be gleaned 
from the facts and it need not be re- 
duced to writing.’ 


Admittedly, unlike Section 1244, both 
Section 332 and the reorganization 
rules have a double edge: They may 
work to the advantage of the taxpayer 
in some cases and to his disadvantage 
in others. Therefore, to require a for- 
mal plan would afford a taxpayer a 
simple method of circumventing those 
rules whenever it might be to his ad- 
vantage to do so. But this cannot be 
said of Section 115(c) of the 1939 
Code, which, prior to the 1942 Revenue 
Act, defined a “complete liquidation” 
to include “any one of a series of dis- 
tributions made by a corporation in 
complete cancellation or redemption 
of all of its stock in accordance with a 
bonafide plan of liquidation and under 


which the transfer of property under 
the liquidation is to be completed within 
a time specified in the plan, not ex- 
ceeding... [either two or three years, 
depending on when the first distribu- 
tion is made].” 


At that time it was important to 
distinguish between a complete liquida- 
tion and a partial liquidation, since 
gain on a partial liquidation was treated 
as short-term capital gain. Accord- 
ingly, it was only to the taxpayer’s 
advantage to have the distribution qual- 


* Burnside Veneer Company v. Commis- 
sioner, 48-1 ustc J 9237, 167 F. 2d 214 (CA-6) ; 
Service Company v. Commissioner, 48-1 ust: 
7 9198, 165 F. 2d 75 (CA-8); International 
Investment Corporation, CCH Dec. 16,640, 11 
TC 678, aff'd per curiam, 49-2 ustc ¥ 9361, 
175 F. 2d 772 (CA-3, 1949). 

* Sec. 354(a). 

*C. T. Investment Company v. Commis- 
sioner, 37-1 ustc J 9151, 88 F. 2d 582 (CA-8); 
James G. Murrin, CCH Dec. 21,091, 24 TC 
502 (1955); Walter S. Heller, CCH Dec. 
13,325, 2 TC 371 (1943), aff'd, 45-1 ustc 
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ify as a complete liquidation. Never- 
theless, the Tax Court held, on the 
basis of the action of the directors 
and the shareholders, that the require- 
ments of a complete liquidation were 
satisfied even though there was no 
written plan to liquidate within the 
specified time.?® 


Notwithstanding this authority, there 
are reasons to believe that a stricter 
rule will apply in Section 1244. The 
committee report, in referring to the 
need for a plan, states that “such plan 
must be in writing and adopted after 
June 30, 1958,” *° and the proposed regu- 
lations also contain this requirement.*° 


The need for a plan reduced to writ- 
ing is also suggested by the other 
requirements of Section 1244. For ex- 
ample, it would be difficult to apply 
the definition of “small business cor- 
poration” unless there were a written 
plan, since that definition requires that 
the size of the corporation be known 
as of a definite date—the date on 
which the plan is adopted—and also 
since the definition in part turns on 
the aggregate amount that may be re- 
ceived for stock offered under the 
plan. Doubtlessly, it is for this reason 
that the proposed regulations require 
that the plan indicate the amount that 
may be received for stock.** The 
statutory reference to a period speci- 
fied in the plan also suggests the 
need for a written plan,** although 
in John R. Roach the Tax Court reached 
a different conclusion in the face of 
similar statutory language.** 


7 9169, 147 F. 2d 376 (CA-9). Contra, U. S. 
v. Arcade Company, 53-1 ustc J 9298, 203 F. 
2d 230 (CA-6). 

* John R. Roach, CCH Dec. 14,514, 4 TC 
1255 (1945). 

*H. Rept. 2198, 85th Cong., 2d Sess. 
(1958), p. 8. 

*” Proposed Treasury 
(c)-1(c). 

* Proposed Treasury 
(c)-1(c). 

Sec. 1244(c)(1)(A). 

* Cited at footnote 28. 
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Small Business Corporation 


At the time the plan is adopted, the 
corporation must be a small business 
corporation.** This rule, although stated 
as a requirement to be satisfied when 
the plan is adopted, actually serves as 
a vehicle for limiting the amount that 
may be paid for stock offered under 
the plan.** More precisely, the defini- 


tion of the term “small business cor- 
poration” has the effect of imposing 
two limitations; whichever produces 
the lower ceiling must be applied. 


The first limitation in effect pro- 
vides that the maximum that may be 
paid for stock offered under the plan 
is $500,000, less the aggregate amount 
of money and other property received 
by the corporation after June 30, 1958, 
and before the adoption of the plan for 
its stock, as a contribution to capital 
and as paid-in surplus.** The term 
“contribution to capital” clearly is in- 
tended to cover amounts contributed by 
shareholders without the receipt of 
additional stock ; whether it should in- 
clude contributions by persons other 
than shareholders, such as contribu- 
tions from a governmental unit or a 
civic group, is questionable.*’? The term 
“paid-in surplus” assures that amounts 
received by the corporation in ex- 
change for stock in excess of the par 
value of the stock must be taken into ac- 
count. Apparently, there was some 





* Sec. 1244(c)(1)(B). 

* Section 1244(c)(2), in defining “small 
business corporation,” refers to “the aggre- 
gate amount which may be offered under the 
plan.” The proposed regulations refer to 
“the aggregate dollar amount to be paid for 
stock which may be offered under the plan.” 
(Proposed Treasury Reg. Sec. 1.1244 
(c)-2(b)(1) and (c).) Since the purpose of 
the definition is to limit the amount of 
ordinary loss that may be taken on the stock 
of any one corporation, the language in the 
regulations seems to be a more precise 
method of making the same point the stat- 
ute is intended to make. 

* Sec. 1244(c)(2)(A). For this purpose 
property is taken into account at its ad- 
justed basis to the corporation for deter- 
mining gain, as of the time received by the 


310 


April, 1960 @ 


concern that this excess might not be 
considered an amount received for stock. 


Since, with proper planning, com- 
mon stock issued after June 30, 1958, 
may qualify as Section 1244 stock, 
the limitation imposed by Section 
1244(c)(1)(A) should not prohibit 
any corporation from issuing up to 
$500,000 of Section 1244 stock, unless 
after that date and before the adop- 
tion of the plan the corporation issues 
preferred stock, receives contributions 
of capital from its shareholders or is- 
sues common stock and neglects to 
follow the procedure necessary for the 
issuance of Section 1244 stock. How- 
ever, Section 1244 was not enacted 
until September 2, 1958—by June 30, 
1958, it had passed the House and was 
under consideration in the Senate 
Finance Committee **—so it is likely 
that many corporations issuing stock 
shortly after June 30 have unwittingly 
deprived themselves of the oppor- 
tunity to issue a full $500,000 of Sec- 
tion 1244 stock. 


The second limitation is measured 
in terms of the size of the corporation 
at the time the plan is adopted. In 
effect, it provides that the maximum 
amount that can be received for stock 
offered under the plan is $1 million 
minus the equity capital of the corpo- 
ration at the time of the adoption of 





corporation, reduced by any liabilities to 
which the property was subject or which 
were assumed by the corporation at such 
time. 

"For purposes of Sec. 118, contributions 
to capital include contributions from per- 
sons other than shareholders. See Treasury 
Reg. Sec. 1.118-1. If, however, the purpose 
of the test in Sec. 1244(c)(2)(A) is to limit 
Sec. 1244 to the first $500,000 invested by 
shareholders rather than to limit the section 
to amounts invested before the corporation 
reaches a certain size—a function that is 
performed by the equity capital limitation— 
it might be inconsistent with the purpose to 
take into account contributions other than 
those made by shareholders. 

* See footnote 2 for legislative history of 
Sec. 1244. : 
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the plan. The term “equity capital” 
is defined as the sum of the corpora- 
tion’s money and other property (in 
an amount equal to adjusted basis for 
determining gain) less indebtedness 
to persons other than shareholders.* 


This limitation will be of relevance 
only if the equity capital at the time 
of the adoption of the plan is more 
than $500,000. If it is not, the first 
limitation will always impose a lower 
ceiling on the amount that may be 
offered under the plan. As a con- 
sequence, the equity capital rule should 
be of no concern to new corporations 
that adopt the plan shortly after be- 
ing organized. It will, however, pre- 
clude many existing corporations 
from issuing Section 1244 stock even 
though they have not previously is- 
sued stock after June 30, 1958. 


Taken together, the two limitations 
represent an attempt to restrict Sec- 
tion 1244 treatment to stock issued 
for the first $500,000 invested in a 
corporation after June 30, 1958, with 
an added restriction against stock if 
issued after the corporation becomes 
too large in size. To some extent the 
statute departs from the latter objec- 
tive by measuring equity capital as of 
the time the plan is adopted, even 
though stock may be issued up to two 
years thereafter, and by taking prop- 
erty into account at its adjusted basis 
even though its value may be sub- 
stantially higher. 


It may be assumed, however, that 
both of these departures from the 
underlying policy represent a com- 
promise made in the interest of simpli- 
fication. To provide that equity 
capital must be determined before each 
issuance would impose a _ difficult 
burden in cases where stock is issued 
over a period of time, and to provide 
that property should be taken into ac- 


* Sec. 1244(c)(2)(B). 
“ Sec. 1244(c)(2)(A)(i) and (B)(i). 
“ See footnote 35. 
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count at fair market value would add 
to the equity capital test all the un- 
certainties attendant on _ property 
valuations. 


With respect to both limitations, 
the statute refers to the amount in 
dollars that may be offered under the 
plan,*® a rule which, as previously 
noted, is stated in the proposed regu- 
lations in terms of the amount that 
may be received by the corporation 
under the plan.** The emphasis on a 
dollar amount, although appropriate 
when the anticipated investment is to 
be in money, raises a question when 
property other than money is to be 
transferred to a corporation in ex- 
change for Section 1244 stock. In 
such cases, should the measurement 
be made by reference to the value of 
the property or by reference to its 
basis to the corporation? 


This problem might be of little con- 
cern in taxable exchanges, since basis 
to the corporation should equal value. 
It would, however, be important in 
nontaxable exchanges where the cor- 
poration takes a carry-over basis from 
the transferor—a basis that may differ 
substantially from value. 


The proposed regulations, both by 
direct statement and by illustration,* 
hold that the reference is made to the 
adjusted basis of property in the hands 
of the corporation as of the date re- 


ceived by the corporation. In addition 
to being a more workable rule—it 
avoids the uncertainties of property 
valuations—the reference to _ basis 
seems consistent with the purpose of 
Section 1244(c)(2). Generally, the 
basis to the shareholder of stock re- 
ceived in exchange for property will 
be the same as the adjusted basis of 
the property to the corporation. Thus, 
under the rule of the proposed regu- 
lations, the total basis of all outstanding 


“Proposed Treasury Reg. Sec. 1.1244 


(c)-2(b)(1) and (d) (Example 2). 


311 





Section 1244 stock of a corporation 
ordinarily should be $500,000, or what- 
ever lesser limitation may be ap- 
plicable.** 


At the outset it was stated that the 
definition of “small business corpo- 
ration” serves as a vehicle for limiting 
the amount that may be received un- 
der the plan; but this is true only so 
far as it goes, for the amount that 
may be received is itself a vital factor 
in the definition of “small business 
corporation.” If it is in excess of the 
applicable limitation, the corporation 
does not satisfy that requirement, 
which means that none of the stock 
issued under the plan may qualify. 
All of this serves to emphasize the 
importance of making accurate com- 
putations on the date the plan is 
adopted, and of maintaining records 
to support those computations. 


This again raises the question of 
whether the formal requirements are 
essential. Previously, it was sug- 
gested that the failure to meet the 
requirement of a written plan might 
be fatal. Is it also critical if the plan 
fails to state a dollar amount which 
falls within the restriction of the 
small business corporation require- 
ments? Unlike the need for a written 
plan, there would seem to be little 
point in making the statement as to 
the dollar amount of stock offered an 
essential requirement. The written 
plan serves as a guide in distinguish- 
ing Section 1244 stock from other out- 
standing stock of the corporation in 
that it fixes in writing the time dur- 
ing which the stock must be issued, 
In addition, it establishes a date on 
which the equity capital and the prior 
investment must be measured for 


purposes of determining whether the 
corporation is a small business cor- 
poration. However, the determina- 
tion of the amount offered under the 
plan, if it is to mean anything, must 
depend on what is actually done. It 
would be meaningless to attach any 
significance to a figure in the written 
plan without an examination of the 
facts. If immediately after the plan 
is adopted the corporation issues stock 
for money far in excess of $500,000, 
it seems unlikely that the presence of 
a different figure in the plan would 
assure that the stock would qualify. 
Similarly, it may be argued, if the 
actual issuance is within the dollar 
amount, it should not matter that the 
corporation failed to insert a figure in 
the written plan. 


Nevertheless, this argument may 


be difficult to reconcile with the statu- 
tory reference to “the aggregate amount 
which may be offered under the plan” ** 
and with the fact that the small busi- 
ness corporation requirement must be 
satisfied “at the time such plan was 


adopted.” *® Certainly, the quoted 
language suggests a prospective test 
based on facts known at the time the 
plan is adopted. Bearing in mind 
these considerations, the safest as- 
sumption is that the test should be 
satisfied both in form, by an indica- 
tion of the dollar amount in the plan, 
and in substance, by taking care to 
receive no more than the allowable 
amount pursuant to the plan. 


In the discussion above, it has been 
suggested that an immediate issuance 
of stock for an amount in excess of 
the limitation may disqualify all of 
the stock. Granting that, must it be 
assumed that an excessive issuance 


total basis of Sec. 1244 stock in the corpo- 


“If, however, property is received by the 
corporation in a tax-free exchange in which 
the shareholder receives money or other 
property, the adjusted basis of the property 
to the corporation might exceed the basis 
of the stock received by the shareholder 
(see Secs. 358 and 362). In such event, the 
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ration will be limited to an amount less 
than that permissible if no boot had been 
received. 

“Sec. 1244(c)(2)(A)(i) and (B) (i). 

“ Sec. 1244(c)(1)(B). 
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will always disqualify shares issued 
under the plan? Suppose, for example, 
a corporation adopts a plan and issues 
stock for an amount within the limi- 
tation and, shortly thereafter, it issues 
additional stock for an amount which, 
together with the prior issuance, ex- 
ceeds the limitation. Would it be 
appropriate, under a theory such as 
the step-transaction doctrine, to link 
the two issuances together, thereby 
disqualifying all of the stock? The 
short period of time between the two 
issuances, the intent of the parties as 
evidenced by the end result of the 
series of transactions, and the inter- 
dependent relationship of the two is- 
suances—the first probably would not 
have been made but for the expecta- 
tion that the second would follow— 
all offer a basis for applying the 
step-transaction doctrine. 


But this assumes the answer to the 
more fundamental question: Would 
the objective of the various require- 
ments in Section 1244 be frustrated 
by recognizing the separateness of 
the two issuances? If the objective 
is to apply the section to stock re- 
ceived for the first $500,000 invested 
in the corporation and the purpose of 
the elaborate procedural requirements 
is to provide a method for identifying 
those shares, there is no reason to 
integrate the several issuances. On 
the contrary, by setting them up sepa- 
rately, the corporation has maintained 
the desired identity. 





“Proposed Treasury Reg. Sec. 1.1244 
(c)-2(d) (Example 2). 

“Proposed Treasury Reg. Sec. 1.1244 
(c)-1(c)(4). This provision emphasizes the 
importance of maintaining the separate iden- 
tity of stock issued pursuant to the plan and 
stock issued in excess of the amount allow- 
able under the plan. If stock is issued in a 
single transaction for a payment of $600,000, 
it is possible that none of the shares may 
qualify, whereas shares issued for the first 
$500,000 might qualify if care were taken to 
separate that issuance from the issuance of 
the $100,000 received in excess of $500,000. 


Assuming the step-transaction doctrine to 
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The proposed regulations seem to 
follow this line of reasoning. In the 
proposed regulations there is an ex- 
ample in which a corporation issues 
Section 1244 stock for $300,000. The 
example provides that none of the 
stock received in a later issuance for 
more than $200,000 in money or for 
property having an adjusted basis of 
more than $200,000 could qualify, the 
clear inference being that the quali- 
fication of the earlier stock is not dis- 
turbed.*® This would also seem to be 
the inference in another section of the 
proposed regulations, which provides 
that “stock issued for a payment 
which, alone or together with prior 
payments, exceeds the maximum amount 
that may be received under the plan, 
is not considered issued pursuant to 
the plan, and none of such stock can 
qualify as Section 1244 stock.” * 


No Other Offerings of Stock Outstanding 


In order to assure that only stock 
offered under the plan may be issued 


during the period to which the plan 
relates, the statute provides that no 
prior offering to issue stock may be 
outstanding at the time the plan is 
adopted.** If any part of a prior of- 
fering is outstanding, stock issued 
pursuant to the plan is disqualified. 


Although no comprehensive defini- 
tion of the word “offering” is pro- 
vided,” any problem in this regard 
ordinarily could be avoided by specif- 


be inapplicable, there should be little diffi- 
culty in separating the issuances except, 
perhaps, where stock is issued for a single 
item of property with a basis in excess of 
$500,000, or whatever lesser limitation may 
be applicable. 

“Sec. 1244(c)(1)(C). 

“The proposed regulations provide that 
the authorization in the corporate charter to 
issue stock other than stock under the plan 
is not a prior offering, but that outstanding 
stock rights, warrants, options or securities 
convertible into stock are prior offerings. 
(Proposed Treasury Reg. Sec. 1.1244 
(c)-1(e).) 
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ically providing in the plan that any 
prior offerings of stock are revoked. 
It would probably be advisable to do 
this as a matter of course, whether 
or not necessary. 


This solution to the problem as- 
sumes that the corporation has the 
right to revoke all prior offerings to 
issue stock. If, however, there are 
stock rights, warrants, options, or secu- 
rities convertible into stock outstand- 
ing at the time the plan is adopted 
which, as provided in the proposed 
regulations, are considered a prior 
offering, a statement of revocation by 
the corporation, unless consented to 
by all the holders, would probably 
have no effect. In such an event, the 
corporation would be unable to issue 
stock qualifying for the benefits of 
Section 1244. 


Perhaps it would be sufficient to 
satisfy the prior-offering rule if the 
privilege to exercise the right, warrant 
or option or to convert the security 
were postponed during the period of 


the plan. This postponement should 
not create a hardship if the stock of- 
fered under the plan is issued within a 
short time or if appropriate adjust- 
ments are made in the right, warrant, 
option or convertible security to as- 
sure that the interests of the holders 
will not be prejudiced by the post- 
ponement. However, even assuming 
that the postponement satisfies Sec- 
tion 1244, in the case of an option 
there is a problem if it is intended that 
the option qualify as a restricted stock 


Proposed Treasury Reg. Sec. 1.1244 
(c)-l(e). 

** As provided in Sec. 421(a), the benefits 
of Sec. 421 are not applicable if stock trans- 
ferred to an individual pursuant to a re- 
stricted stock option is disposed of within 
two years from the date of the granting of 
the option. Thus, if the postponement con- 
stitutes a change in the date to the time 
when the postponement expires, it will ex- 
tend the period during which the indi- 
vidual must refrain from disposing of the 


shares. 
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option under Section 421 and if the 
postponement is deemed to constitute 
either a change in the date of the 
granting of the option for purposes 
of Section 421(a)™ or a modification 
or extension for purposes of Section 
421(e).** If it is, the employee’s rights 
to the benefits of Section 421 may be 
adversely affected. 


As a corollary to the rule prohibiting 
a prior offering, the statute provides 
that if, after the adoption of the plan, 
a subsequent offering is made, stock 
issued pursuant to the plan after such 
subsequent offering will not qualify.** 
The objective of the two rules, as indi- 
cated in the proposed regulations, is 
to limit Section 1244 stock “to stock 
issued pursuant to the plan during a 
period when any stock issued by the 
corporation must have-~ been issued 
pursuant to such plan.” The conse- 
quences of the two are different in 
that no stock may qualify if a prior 
offering is outstanding, but the subse- 
quent offering only disqualifies stock 
issued after such offering has been 
made. ‘ 


As interpreted by the proposed regu- 
lations, the subsequent-offering provi- 
sion also prevents the avoidance of 
the various statutory requirements 
through a modification of the plan. 
For instance, if at the date the plan is 
adopted, the corporation may receive 
no more than $300,000 of stock, it may 
not avoid the limitation by originally 
offering that amount and subsequently 
modifying the plan to offer an addi- 


"In general, Sec. 421(e) provides that if 
the terms of an option are modified or ex- 
tended, the test for determining whether 
the option qualifies as a “restricted stock 
option” must again be applied on the basis 
of facts existing on the date the modification 
or extension is made. 

* Sec. 1244(c)(1). 

“Proposed Treasury Reg. Sec. 


(c)-1(h) (1). 


1.1244 
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tional amount. Similarly, since the 
longest a plan may remain open is two 
years, a corporation may not modify 
the plan to extend it beyond that time. 
In either event, the proposed regula- 
tions treat the modification as a subse- 
quent offering, and no stock issued 
thereafter may qualify.” 


Issued Pursuant to Plan 


In order to qualify for the benefits 
of Section 1244, the stock must be 
issued by the corporation pursuant to 
the plan. For this purpose, an issu- 
ance entails an increase in the number 
of outstanding shares; the proposed 
regulations, with the support of the 
committee report, provide that an in- 
crease in the basis of outstanding stock 
as a result of a contribution to capital 
is not an issuance.*® Therefore, the 
practice of not issuing additional stock 
when the shareholders of a closely 
held corporation make contributions 
in proportion to their interests should 
be re-examined in the light of Sec- 
tion 1244. 


Suppose that a corporation transfers 


treasury stock to an individual. Is 
this an issuance for purposes of Section 
1244? It may not be if the deci- 
sion in Firestone Tire & Rubber Com- 
pany *" is applicable. In Firestone a 
disposition of treasury stock was held 
not to be an issuance for purposes of 
Section 113(a) (7), the 1939 Code coun- 
terpart of Section 362(b). At the time 
of that decision a corporation could 
recognize gain or loss on the transfer 
of its treasury stock—a possibility that 
does not now exist in view of Section 
1032—and this fact influenced the court 
in reaching its decision. It is not com- 
pletely clear whether Firestone holds 
that a disposition of treasury stock is 
never an issuance or whether it is 


1.1244 





®* Proposed Treasury Reg. Sec. 
(c)-1(h) (2). 

* Proposed Treasury Reg. Sec. 1.1244 
(c)-1(c)(1) and H. Rept. 2198, 85 Cong., 


2d Sess. (1958), p. 8. 
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limited to cases where the disposition 
of the stock might be taxed to the 
corporation. In any event, it would 
seem advisable to avoid the problem 
by not using treasury stock absent au- 
thority specifically indicating that it 
may qualify as Section 1244 stock. 


The proposed regulations indicate 
that, to be issued pursuant to the plan, 
stock must be issued during the period 
of the offer °**—a period which pre- 
sumably begins on the date the plan is 
adopted and ends not later than two 
years after the date of adoption. If 
the stock is issued during that period 
and is the same type of stock as that 
offered under the plan, there should 
be no doubt that it is issued pursuant 
to the plan. 


The rules of corporate law on the 
question of when stock is deemed to 
have been issued are not in complete 
agreement, although it seems clear 
that the date of delivery of the cer- 
tificate representing the stock is not 
material unless it is specifically pro- 
vided otherwise. There is some au- 
thority holding that stock is issued 
when the subscription for it is ob- 
tained, but more holding that the issu- 
ance occurs when the subscription is 
unconditionally accepted. However, it 
has also been held that, in case of 
subscriptions, the time of issuance de- 
pends on whether the subscription is 
for original stock or for new stock re- 
sulting from an increase in capital. In 
the case of original stock the issuance 
occurs as soon as the subscription is 
accepted and becomes a binding con- 
tract, but in the case of new stock it 
occurs only when the subscribers pay 
for their stock. If the subscription is 
made before the creation of the cor- 
poration, there is a question of what the 
corporation must do after its creation to 


™ CCH Dec. 13,520, 2 TC 827 (1943). 
* Proposed Treasury Reg. Sec. 1.1244 
(c)-1(c) (2). 





show an acceptance. It is generally 
settled that no formal notice of accept- 
ance is necessary and that acceptance 
may be inferred from the conduct of 
the corporation. 


In view of the uncertainty as to the 
date of issuance, if stock is subscribed 
for prior to the adoption of a plan it 
might be advisable to condition the 
subscription on the adoption of a plan 
by the corporation. When the sub- 
scription relates to stock of a corpora- 
tion yet to be formed and necessarily 
is made before a plan is adopted, such 
a precaution might also assure that 
the stock is issued “pursuant to such 
plan” within the requirements of the 
statute. 


Money or Other Property 


Even though the corporation com- 
plies with the requirements applicable 
to it, stock issued to a particular share- 
holder will not qualify under Section 
1244 unless the consideration paid for 
such stock is money or other prop- 
erty, not including stock or securities.” 


The failure of one shareholder to give 
money or other property, although 
disqualifying his stock, has no effect 
on other stockholders in the same cor- 
poration. Their stock may qualify or 
not, depending on the consideration 
given by them. 


The purpose of this requirement is 
to confine the benefits of Section 1244 
to persons who invest new funds in the 
corporation. Thus, a person to whom 
stock is issued for the performance of 
services, such as a promoter who renders 
service in connection with the forma- 
tion of the corporation, is excluded. 
There may be close questions of fact 


work cited 
1375-1376, 


*See, generally, Fletcher, 
above, Vols. 4 and 11, Secs. 
1406, 1427-1428 and 5159. 

@ Cf. Proposed Treasury Reg. Sec. 1.1244 
(c)-1(c)(3), which provides: “Stock sub- 
scribed for prior to the adoption of the plan, 
including stock subscribed for prior to the 
date the corporation comes into existence, 
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if an employee receives a payment for 
services and then purchases stock from 
the corporation. If it appears that the 
two steps are part of an advance plan, 
it is probable that the stock will be 
deemed issued for services. 


The proposed regulations indicate 
that stock will qualify only in part as 
Section 1244 stock if it is issued for 
both money and services. The refer- 
ence in the regulations is made to 
stock issued on the exercise of an em- 
ployee’s stock option, but the reason- 
ing could apply whenever stock is 
issued to an employee at a bargain 
price. Presumably, if the stock qualifies 
only in part, then only a corresponding 
portion of any loss on a sale or ex- 
change may be treated as an ordinary 
loss. The appropriateness of this may 
be questioned if the entire basis of the 
stock is attributable to the payment 
of money or other property, as would 
be the case if the stock is issued on 
the exercise of a restricted stock option. 


Suppose an individual—not an em- 
ployee of the corporation nor one who 
performs services for the corporation 
in any other capacity—receives stock 
in exchange for property part of the 
value of which is attributable to his 
own personal efforts, as, for example, 
a contractor who constructs a build- 
ing and later transfers it to a cor- 
poration for stock. In such a case, is 
a portion of the stock disqualified? 
Apparently not, since the proposed 
regulations refer to stock issued for serv- 
ices rendered or to be rendered to or for 
the benefit of the issuing corporation.®* 


As previously indicated, there is a 
special exception which denies Section 
1244 treatment to stock issued for 


may be considered issued pursuant to a 
plan adopted by the corporation if the stock 
is not in fact issued prior to the adoption 
of such plan.” 

* Sec. 1244(c)(1)(D). 

* Proposed Treasury Reg. Sec. 1.1244(c)- 
1(f)(1). 


TAXES —The Tax Magazine 





stock or securities, including stock or 
securities of the issuing corporation 
as well as any other corporation. This 
exception prevents the conversion of 
nonqualified stock into Section 1244 
stock through the simple expedient of 
exchanging stock either for stock of 
the same corporation in a recapital- 
ization or for stock of a different 
corporation in some other type of re- 
organization. Thus, as illustrated in 
the proposed regulations,® stock re- 
ceived in exchange for stock issued 
prior to July 1, 1958, the first date 
on which Section 1244 stock could 
be issued, may not qualify as Section 
1244 stock regardless of when the ex- 
change occurs. 


In the above situation the rule seems 
consistent with the objective of con- 
firming the benefits of the section to 
investors of new risk capital in small 
business. However, the prohibition 


against using stock or securities as 
consideration is subject to no qualifi- 
cations and may apply to cases that 


seem within the purpose of Section 
1244. Thus, the transfer of stock or 
bonds of a publicly held corporation is 
substantially the same as the transfer 
of money and adds to the fund of capi- 
tal invested in small corporations; 
nevertheless, it clearly fails to meet 
the requirements of Section 1244. 


With even more force it may be said 
that assignable government obligations 
should be valid consideration; but they 
are not, since the rule is not limited to 
securities issued by a corporation. 


* Proposed Treasury Reg. Sec. 1.1244(c)- 
1(f)(2) (Example (i)). 

*The question has most often arisen in 
connection with Sec. 354, relating to ex- 
changes of stock and securities in certain 
reorganizations. It may also be presented, 
for example, under Secs. 333, 351 and 355. 

% For example, Camp Wolters Enterprises, 
Inc. v. Commissioner, 56-1 ustc § 9314, 230 
F. 2d 555 (CA-5) (notes maturing from 
five to nine years after issuance held to be 
securities); Commissioner v. Neustadt’s Trust, 


42-2 ustc 99751, 131 F. 2d 528 (CA-2, 
Section 1244 Stock 


It has been necessary to determine 
the meaning of the phrase “stock or 
securities” for purposes of other sec- 
tions of the Code, and the existing 
authority on this point probably should 
apply in Section 1244. Any contro- 
versy over the phrase has related pri- 
marily to the determination of the 
types of obligations to be treated as 
securities, In making the determination, 
the courts have placed much significance 
on the term of the obligation—the 
longer the term the more likely is the 
obligation to be treated as a security.™ 
Although this is not an area that allows 
categorical conclusions, it seems safe 
to say that, in the absence of unusual 
circumstances, an instrument with a 
term of five years or more will be re- 
garded as a security, and that the pos- 
sibility of its not being so regarded 
increases as the term is reduced be- 
low five years. 


Gross Receipts Test 


If the various requirements discussed 
above are satisfied and the individual 
or partnership receiving the stock by 
issuance later sustains a loss on a sale 
or exchange, the gross receipts test of 
Section 1244(c)(1)(E) must be ap- 
plied to determine whether the loss 
on the sale or exchange is an ordinary 
loss. This test requires that more than 
50 per cent of the aggregate gross re- 
ceipts of the corporation for a period 
of time prior to the date of the loss 
must be from sources other than royal- 
ties, rents, dividends, interest, annu- 
ities, and sales or exchanges of stock 


1942) (20-year debentures held to be secu- 
rities); L. & E. Stirn, Inc. v. Commissioner, 
39-2 ustc J 9741, 107 F. 2d 390 (CA-2, 1939) 
(bonds with an average maturity of only 
two and one-half years held not to be secu- 
rities); Cortland Specialty Company v. Com- 
missioner, 3 ustc J 980, 60 F. 2d 937 (CA-2, 
1932) (notes running from one to 14 months 
held not to be securities). 

“See, generally, Tobias Weiss, “Notes 
as Securities Within Section 112(b)(3),” 
26 Taxes 228 (March, 1948). 
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or securities.°* However, this rule 
need not be satisfied if for the specified 
period the aggregate of allowable de- 
ductions (other than net operating 
loss deductions and the special deduc- 
tions for interest or dividends received) 
exceeds the aggregate gross income of 
the corporation for that period. 


The purpose of the gross receipts 
test is to confine Section 1244 to cor- 
porations that are engaged in the con- 
duct of a trade or business.** By 
phrasing the test in terms of gross 
receipts rather than gross income, the 
statute attempts to assure that a cor- 
poration engaged primarily in a busi- 
ness won't be disqualified because of 
a small amount of investment income. 
For example, suppose a corporation 
receives $1 million on sales over the 
applicable period but, due to adverse 
business conditions, the cost of goods 
sold is in excess of that amount. If 
the 50 per cent test were in terms of 
gross income, the stock would be dis- 
qualified if, for example, the corpora- 
tion had dividend income, no matter 
how small. With the gross receipts 
test, it could have up to $1 million of 
dividends or other investment-type in- 
come without being disqualified. 


A similar purpose is served by the 
exception for corporations that have 
deductions in excess of gross income. 
This exception preserves the benefits 
of Section 1244 in cases where the cor- 





“The meaning of the term “gross re- 
ceipts” is discussed in the proposed regu- 
lation at Sec. 1.1244(c)-1(g)(1)(i)(a). As 
indicated in the proposed regulations, the 
term “is not synonymous with gross in- 
come” and includes the “total amount re- 
ceived or accrued from the sale or 
exchange of any kind of property.” Theo- 
retically, it might seem possible, by the 
purchase and resale of property, artificially 
to increase total gross receipts with a 
corresponding decrease in the percentage 
that is attributable to royalties, rents, etc. 
Needless to say, this has little to recom- 
mend in the way of reliability; at the least, 
its reception by the Treasury and the courts 
is open to question. 
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poration is engaged in a business that 
never gets off the ground. For example, 
if a corporation with a small amount 
of dividend income incurs $10,000 of 
expenses in a business venture that 
never produces income, it is primarily 
engaged in a trade or business, albeit 
an unsuccessful one. Without the ex- 
ception, however, this type of corpora- 
tion would be disqualified by the 50 
per cent gross receipts test. 


Although its purpose is to exclude 
investment corporations, the gross re- 
ceipts test may deny the benefits of 
Section 1244 to some corporations that 
are engaged in business. The statute 
refers to royalties, rents, dividends, 
interest, etc., without any qualification 
based on the activities that produce 
the income. In interpreting this, the 
proposed regulations adopt a liberal 
approach by excluding from the defi- 
nition of “rents” amounts received for 
the use of property if significant serv- 
ices are also rendered.®® However, no 
distinction between passive and active 
income is made in interpreting the 
other terms, apparently for the reason 
that their meanings are clear and al- 
low no room for a liberal interpretation. 
Therefore, a finance company with a 
large amount of income from interest 
or a corporation engaged primarily in 
the business of buying and selling 
securities may be unable to take ad- 
vantage of Section 1244.7° 


See H. Rept. 2198, 85th Cong., 2d Sess. 
(1958), p. 4. 

®” Proposed Treasury Reg. Sec. 1.1244(c)- 
1(g) (1) (iii). 

"The definitions of the various terms 
other than “rent” follow substantially the 
definitions of those terms for purposes of 
determining personal holding company in- 
come. However, Sec. 1244 does not contain 
a provision similar to that of Sec. 542(c), 
which excludes from the personal holding 
company rules certain corporations that 
receive substantial amounts of personal hold- 
ing company income in the ordinary course 
of business. 
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On the other hand, it is possible 
that a corporation formed exclusively 
for the purpose of acquiring invest- 
ment property can receive the bene- 
fits of Section 1244, notwithstanding 
the gross receipts tests. At least it is 
possible if the property held by the 
corporation for investment is other 
than stock or securities and the in- 
come on the investment, if any, is to 
be realized through the sale of the 
property rather than through the use 
of the property. 


As an illustration, assume that an 
individual who is not a real estate 
dealer wishes to purchase non-income- 
producing unimproved realty as an 
investment, with the expectation that 
it will appreciate substantially in value. 
He forms a corporation; transfers to 
it, in exchange for Section 1244 stock, 
an amount of money sufficient to 
purchase the property; and the cor- 
poration then makes the purchase. 
During the time the property is held, 
the corporation will have no income 
and will have a small amount of ex- 
pense for items such as local taxes. 


Therefore, the corporation passes the 
gross receipts tests, and the individual 
is in a position to recognize capital 
gain on the sale of its stock if the 
speculation is successful, and ordi- 
nary loss if it is not.** Had he held 
the property directly, rather than in 
a corporation, any loss would have 
been a capital loss. 


This circumvention of the purpose 
of Section 1244 might have been pre- 
vented—at least in the blatant case 
—if the statute specifically required 
that the corporation be primarily en- 
gaged in a trade or business. How- 
ever, unlike the gross receipts test, 
this would add an element of uncer- 
tainty to the statute that might not be 
worth the purpose it would serve. 


"Since it is assumed that the individual 
is not in the business of selling realty, the 
provisions of Sec. 341(e) should assure that 
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Contributions of Property 
with Basis in Excess of Value 


Section 1244(d)(1)(A) provides a 
special basis rule which limits the 
amount of ordinary loss that may be 
recognized under Section 1244 on the 
sale or exchange of certain stock. This 
special rule is applicable if, in a trans- 
action that qualifies under Section 
351, stock is received in exchange 
for property that has a value lower 
than basis. The purpose of the rule 
is to prevent Section 1244 from being 
used as a method of converting a 
capital loss into an ordinary loss. As 
an example, assume that an individual 
owns a capital asset with a hasis of 
$10,000 and a value of $6,000. If he 
sold the asset directly, he would recog- 
nize a $4,000 capital loss on the sale. 
However, absent the special rule of 
Section 1244(d)(1)(A), he could trans- 
fer the property to a corporation in a 
Section 351 transaction in exchange 
for Section 1244 stock, sell the stock 
at a loss, and treat it as an ordinary 
loss under Section 1244(a). Section 
1244(d)(1)(A) prevents this by pro- 
viding that, for purposes of Section 
1244, the basis of the stock must be 
reduced by the excess of the basis of 
the property exchanged over its fair 
market value. The special basis re- 
duction is made solely for purposes of 
Section 1244; therefore, it may affect 
the character, but not the amount, of 
loss on the sale of stock. If the 
individual in the above example trans- 
ferred the property to a corporation 
in a Section 351 exchange for stock, 
on a subsequent sale of the stock for 
$6,000 he would have a $4,000 loss, 
none of which would be treated as an 
ordinary loss since his basis for pur- 
poses of Section 1244 is $6,000. If he 
sold the stock for $3,000, he would 
have a $7,000 loss, $3,000 of which 


would be an ordinary loss under Sec- 


any gain on thé sale will not be treated as 
ordinary income under Sec. 341. 


319 





tion 1244 and $4,000 of which would 
be a capital loss. 


Although the purpose of Section 
1244(d)(1)(A) is to prevent the con- 
version of a capital loss into an ordi- 
nary loss, it applies without regard to 
the nature of the property transferred. 
Therefore, if an individual transfers 
either Section 1231 property or inven- 
tory that has declined in value, he is 
required to make the special basis re- 
duction even though he would have 
recognized an ordinary loss had he 
sold the property directly. 


Aside from the problem of valua- 
tion, which might be extremely trouble- 
some if there is a long period of time 
between the transfer to the corpora- 
tion and the sale of the stock, there 
should be little difficulty in applying 
Section 1244(d)(1)(A) to an individ- 
ual who transfers a single item of 
property to a corporation in a Section 
351 exchange. If, however, the tax- 
payer transfers several items of prop- 
erty, some of which have appreciated 
in value and some of which have de- 
preciated in value, there is a problem 
of interpretation. Specifically, should 
the computation for purposes of Sec- 
tion 1244(d)(1)(A) be made by ag- 
gregating the several items of property 
or should the items be examined 
separately? 

From the taxpayer’s standpoint, it 
would be preferable to aggregate, for 
in this manner he would be able to 
offset appreciated property against 
depreciated property in determining 
whether or not there is an excess 
of basis over fair market value. The 
point may be illustrated by an ex- 
ample. Assume that a_ taxpayer 
transfers two items of property to a 
corporation in exchange for stock in 
a transaction that qualifies under Sec- 
tion 351. The first has a basis of $300 
and a value of $200, and the second 





® Proposed Treasury Reg. Sec. 1.1244(d)- 
1(b). 
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has a basis of $100 and a value of 
$200. If the taxpayer is allowed to 
aggregate, no adjustment is required, 
since the appreciation in value of item 
2 offsets the depreciation in value of 
item 1. However, if the taxpayer 
is required to treat the items sepa- 
rately, a downward adjustment in 
basis of $100 would be required as a 
result of the decline in value of item 1. 


The proposed regulations hold that 
the taxpayer may aggregate if the 
several items of property are trans- 
ferred in a single transaction “so that 
the basis of the property transferred 
is allocated evenly among the shares 
of stock received.” ” 


Thus, if in the example in the pre- 
ceding paragraph the taxpayer receives 
two shares of stock each with a basis of 
$200, no adjustment need be made for 
purposes of Section 1244. The rule in 
the proposed regulations seems equit- 
able and consistent with the purpose 
of Section 1244(d)(1)(A). By treat- 
ing the exchange as a unit for deter- 
mining the basis of stock, it is as if a 
single item of property with a basis 
and value of $400 had been trans- 
ferred to the corporation. Viewed in 
that light, it seems clear that no ad- 
justment should be made under Sec- 


tion 1244(d)(1)(A). 


As inferred by this discussion, in- 
terrelated with the problem of how 
Section 1244(d)(1)(A) should be ap- 
plied is the more fundamental prob- 
lem of how the basis of individual 
shares should be determined when 
they are received from a corporation 
in the same nontaxable transaction. 


Neither the Code nor the regula- 


tions deal with this. The sections 
which provide rules for determining 
the basis of stock received in a non- 
taxable exchange are worded in terms 


of blocks of stock rather than of in- 
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We have piled tax on tax and 
compounded substantive complexity in 
our endeavors to meet the insatiable 
demands for spending by the various 
echelons of government. 

We have now reached the point where 
Federal, State, and local governments 
spend approximately one-third of our 
net national product.— 
Representative Thomas B. Curtis. 


dividual shares.** To answer the more 
detailed question of how the basis of 
individual shares should be deter- 
mined, one must refer to the decisions 
on this point. 


The issue has been presented in a 
number of cases where the taxpayer 
acquired stock of a corporation at dif- 
ferent times and different prices and 
subsequently transferred the stock for 
other shares in a nontaxable exchange. 
Typically, the question arises when 
he later sells part of the shares ac- 
quired in the nontaxable exchange 
and it becomes necessary to determine 
the basis of those shares. Originally, 
the Commissioner contended that the 
basis of the shares sold should be 
determined by reference to the basis 
of the earliest acquired shares of the 
lot that was previously transferred in 
the nontaxable exchange. But the 
courts repeatedly rejected this and, 
instead, adopted what is commonly 
referred to as the “average basis rule.”"* 


Under this rule, if a taxpayer acquires 
stock of a corporation in a nontaxable 
exchange for stock of another cor- 
poration, the basis of each share received 
is equal to the amount determined by 
dividing the total basis of all shares 
transferred by the number of shares 
received. Using this method of deter- 
mining basis would, in the application 
of Section 1244(d)(1)(A), allow the 


taxpayer to aggregate. 


Ultimately, the Commissioner ac- 
cepted the “average basis rule” as 
the correct method for determining 
the basis of stock received in a tax- 
free exchange for stock,” and more 
recently the issue has been whether 
the rule is mandatory or whether the 
taxpayer, by maintaining proper rec- 
ords, may avoid an equal distribution 
of basis by matching particular shares 
received with particular shares trans- 
ferred. There is a split of authority 
on the right of a taxpayer to do this— 
the United States Court of Appeals 
for the Third Circuit and the Tax 
Court have required the average-basis 
rule in spite of attempts by the tax- 
payer to match shares,”* but the Ninth 
Circuit has recognized the taxpayer's 
right, in determining the basis of 
shares received in a tax-free exchange, 
to identify particular shares received 
with particular shares transferred.”’ 


Whatever may be the taxpayer’s 
right to match particular items of 





™See Sec. 358, relating to the basis of 
property received in tax-free incorporations 
and reorganizations, and Sec. 1031(d), in 
part relating to basis of stock received in 
tax-free exchanges of stock for stock of 
the same corporation. Treasury Reg. Sec. 
1.358-2 provides for the allocation of basis 
among different classes of stock when more 
than one class is received in a tax-free ex- 
change, but it does not provide for the 
allocation of basis among shares within a 
particular class. 

™% Commissioner v. Bolender, 36-1  vustc 
7 9200, 82 F. 2d 591 (CA-7); Commissioner 
v. Oliver, 35-2 ustc § 9536, 78 F. 2d 561 
(CA-3), aff'g CCH Dec. 8662, 30 BTA 
1381 (1934); Commissioner v. Von Gunten, 
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35-1 ustc J 9306, 76 F. 2d 670 (CA-6), aff’g 
CCH Dec. 8161, 28 BTA 702 (1933); Hel- 


vering v. Stifel, 35-1 ustc J 9141, 75 F. 2d 
583 (CA-4); P. L. Wheeler, CCH Dec. 9012, 
32 BTA 917 (1935). 

*See 1938-1 CB 32, where the Commis- 
sioner announced his acquiescence in the 
3oard of Tax Appeals decision in Von 
Gunten, cited at footnote 74, withdrawing 
the earlier nonacquiescence appearing at 
XII-2 CB 27. 

*° Arrott v. Commissioner, 43-1 ustc J 9478, 
136 F. 2d 449 (CA-3), aff’'g CCH Dec. 
12,570-G (1942); Amelia D. Bloch, CCH 
Dec. 13,435(M), 2 TCM 634 (1943). 

* Bloch v. Commissioner, 45-1 ustc J 9230, 
148 F. 2d 452 (CA-9). 
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property transferred against individ- 
ual shares received—and there is prob- 
ably less reason to believe the right 
would be recognized on the transfer 
of the assets of a going business in 
contrast with shares of stock—it is 
clear that he may be subject to the 
average-basis rule simply by his mak- 
ing no attempt to maintain identity. 
Therefore, in applying Section 1244 
(d)(1)(A), the right to aggregate 
either follows as a matter of course 
or, at least, is completely within the 
taxpayer’s control. 


Increases in Basis 


Generally, the attempt is made in 
Section 1244 to avoid having a share 
of stock that qualifies only in part as 
Section 1244 stock. The requirement 
that new shares must be issued in 
order to qualify should assure that as 
of the time of issuance a share of 
stock would be entirely within or en- 
tirely without the rules of Section 1244. 


Suppose, however, a share is ori- 
ginally issued as Section 1244 stock, 


and subsequently its basis is increased. 
This could occur if subsequent to the 
issuance the shareholder makes a con- 
tribution to capital for which he re- 
ceives no additional stock or if the 
corporation makes a Subchapter 5S 
election, it might occur as a result of 
the application of Section 1376(a).”* 
If the entire share retained the char- 
acter of Section 1244 stock, one might 
easily circumvent the requirements of 
Section 1244. For example, it would 
be possible for a corporation to issue 
$500,000 of qualifying shares, and for 
the shareholders subsequently to 
make a prorata contribution to capital 
without the issuance of new shares. 
The contribution would increase the 





* Section 1376(a) provides that the basis 
of a shareholder’s stock in a corporation that 
makes an election under Subchapter S is 
increased by the amount of undistributed 
taxable income included in gross income by 
the shareholder. 
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basis of the Section 1244 stock, and 
the shareholders would, in effect, re- 
ceive more than $500,000 of Section 
1244 stock from the same corporation. 
To prevent this, Section 1244(d)(1) 
(B) provides that in computing loss 
on stock for purposes of Section 1244, 
any increase in the basis of such stock 
shall be treated as allocable to stock 
which is not Section 1244 stock. The 
committee report illustrates this with 
an example,” and that example, with 
minor changes, appears in the pro- 
posed regulations.*® In the example, 
for $10,000 an individual purchases 
100 shares of stock that qualify as 
Section 1244 stock. Subsequently, he 
makes a $2,000 contribution to capital 
that increases the total basis of his 
stock to $12,000. Later, he sells the 
stock for $9,000, recognizing a loss 
of $3,000. The example provides that 
$2,500 of the loss is treated as an ordi- 
nary loss and the remaining $500 
must be treated as a capital loss. The 
effect of this is to allow as an ordi- 
nary deduction the amount which 
bears the same ratio to total loss as 
the basis at the time of issuance bears 
to total basis. 


This treatment assumes that the 
loss should be applied ratably between 
the nonqualified portion of the share 
and the qualified portion. Actually, 
a technically correct allocation may 
depend on when the decline in value 
occurs, whether before or after the 
contribution to capital. Such an al- 
location, however, would necessitate 
a valuation of the stock immediately 
before each contribution to capital. 
For this reason, the rule in the pro- 
posed regulations, although not free 
from theoretical question, is the more 
workable approach to the problem. 

"H. Rept. 2198, 85th 
(1958), pp. 10-11. 


” Proposed Treasury Reg. Sec. 1.1244(d)- 
2(b). 


Cong., 2d Sess. 
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Recapitalizations, 
Changes in Name, etc. 


Under the general rule of Section 
1244, stock may not qualify unless it 
is received by the taxpayer in ex- 
change for money or other property, 
not including stock or securities.*' If 
there were no exceptions to this, an 
individual might lose part or all of his 
right to the benefit of Section 1244 
through corporate adjustments that 
do not materially alter his position as 
a shareholder. As an example, an 
individual who owns Section 1244 
stock would, if he exchanged such 
stock in a recapitalization, lose the 
benefit of Section 1244 since the shares 
received would have been acquired 
in exchange for stock. For this rea- 
son, the statute authorizes the regu- 
lations to provide an exception to the 
general rule.*? Under this exception, 
if a taxpayer owns Section 1244 stock 
of a corporation and subsequently 
either (1) receives common stock of 
the same corporation the basis of 
which is determined in whole or in 
part by reference to the basis of the 
Section 1244 stock or (2) receives 
common stock of another corporation 
in exchange for the Section 1244 stock 
in a reorganization described in Sec- 
tion 368(a)(1)(F), then to the extent 
provided in regulations the stock so 
received is also treated as Section 
1244 stock. 

The proposed regulations have pro- 
vided for the application of the excep- 
tion in three situations: the receipt of 
a stock dividend in common stock 
made with respect to Section 1244 


* Sec. 1244(c)(1)(D). 

Sec. 1244(d)(2). 

* Proposed Treasury Reg. Sec. 1.1244(d)- 
3(a). 

“ Proposed Treasury Reg. Sec. 1.1244(d)- 
3(b)(2), (c)(2) and (d)(1). 

A reorganization under Sec. 368(a)(1) 
(F) often will also meet the requirements 
of Sec. 368(a)(1)(A), (C) or (D). This 
is likely to be the case where a corporation 
organizes a new corporation into which it 


Section 1244 Stock 


stock, the exchange of Section 1244 
stock for common stock of the same 
corporation pursuant to a tax-free re- 
capitalization, and the exchange of 
Section 1244 stock for stock of an- 
other corporation pursuant to a reor- 
ganization described in Section 368 


(a) (1) (F).*° 


In any of these three situations it 
is possible that stock may be received 
partly for Section 1244 stock and 
partly for stock that does not qualify. 
If it is, the acquired stock must be 
allocated into two groups—one that 
qualifies under Section 1244 and one 
that does not. The proposed regula- 
tions provide rules for this allocation.™ 


Only in a reorganization described 
in Section 368(a)(1)(F)—a mere 
change in identity, form or place of 
organization—may an individual ex- 
change Section 1244 stock for stock 
of a different corporation and have 
the benefits of Section 1244 apply to 
the stock received. The exception 
does not, therefore, apply to stock 
received in a merger which is not a 
reorganization described in Section 
368(a)(1)(F) even though it qualifies 
as a reorganization under Section 368 
(a)(1)(A) or (C).*° Accordingly, if 
such a merger is contemplated by two 
corporations, both of which have Sec- 
tion 1244 stock outstanding, the share- 
holders of the surviving corporation 
will retain their rights under Section 
1244, but the shareholders of the ab- 
sorbed corporation will lose theirs. 
Thus, to a very limited extent, Sec- 
tion 1244 may revive the importance 
merges, with all of the stock of the new 
corporation being distributed to the share- 
holders of the absorbed corporation. The 
Internal Revenue Service has ruled that in 
such an event it will treat the transaction 
as an F reorganization for purposes of Sec. 
381, relating to carry-overs in certain cor- 
porate acquisitions. (Rev. Rul. 57-276, 
1957-1 CB 126.) Presumably, the same 


treatment should apply for purposes of 
Sec. 1244. 
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of determining the direction in which 
a merger should be effected. 


Relationship 
to Net Operating Loss Deduction 

For purposes of Section 172, relat- 
ing to the net operating loss deduc- 
tion, any loss treated as an ordinary 
loss under Section 1244 is deemed 
attributable to the trade or business 
of the taxpayer.*® Therefore, the 
amount of such loss is allowable in 
determining the taxpayer's net oper- 
ating loss for a taxable year and may 
be carried back or over as an ordinary 
loss for other taxable years if not 
fully utilized as a deduction for the 
taxable year in which it occurred. 
Without this allowance, in some cases 
Section 1244 might go awry of its 
altruistic purpose and actually impose 
a hardship. 

As an extreme illustration, let us 
suppose that a taxpayer incurs a 
$20,000 loss on Section 1244 stock for 
a taxable year in which he has no tax- 
able income. Absent the special net 
operating loss rule, the loss would be 
wasted, since it could not be carried 
over to other taxable years. This 
would leave the taxpayer in a worse 
position than under prior law since, 
without Section 1244, the loss would 
be a capital loss, available for offset 
against capital gain and a limited 
amount of ordinary income for the 
next five years.*’ 

The net operating loss rule does not 
affect the annual limitation of Section 
1244(b). Thus, if for a taxable year 
an unmarried taxpayer has a $100,000 
loss on Section 1244 stock, the $75,000 
in excess of his limitation must be 
treated as a capital loss. It cannot be 





* Sec. 1244(d) (3). 

* Sec. 1212. 

* Section 62(4), in effect, provides that 
losses recognized on the sale or exchange of 
property, to the extent allowable, are deductible 
in computing adjusted gross income. There- 
fore, if a loss on the sale or exchange of 
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carried over to some other year as 
part of a net operating loss. 


A loss on Section 1244 stock is not 
deemed attributable to a trade or 
business for purposes other than the 
net operating loss. But this is prob- 
ably academic. The loss from the 
sale or exchange of property, includ- 
ing stock, is deductible in computing 
adjusted gross income even though 
not attributable to a business ** and 
there appear to be no other income 
tax provisions where treating the loss 
as a trade or business expense is 
significant. 


Section 1244 and Subchapter S$ 


Although it made a_ significant 
change in the law, Section 1244 seems 
to have received—at least immedi- 
ately after its enactment—less than 
the expected amount of attention. In 
all probability this resulted from the 
extreme interest expressed in Sub- 
chapter S (Sections 1371 through 
1377), which was enacted at the same 
time.*® 


Since Subchapter S allows oper- 
ating losses of a corporation to be 
taken as a deduction directly by the 
shareholders, it, in part, performs a 
function similar to that of Section 
1244. Moreover, Subchapter S may 
prove more advantageous, since it 
allows the shareholder a deduction at 
the time losses are sustained by the 
corporation and since it is not sub- 
ject to an annual limitation. In con- 
trast, Section 1244 allows an ordinary 
loss deduction only when and if the 


stock of the corporation is sold by 
the shareholder to whom the stock 
was issued by the corporation, and 


stock is treated as an ordinary loss which 
is not subject to the limitations imposed on 
capital losses, it is fully deductible in com- 
puting adjusted gross income. (See Pro- 
posed Treasury Reg. Sec. 1.1244(a)-1(a).) 

” Technical Amendments Act of 1958, 
Sec. 64, 72 Stat. 1650-1657 (1958). 
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the section is subject to an annual 
limitation. 


Nevertheless, this should not de- 
tract from the desirability of qualify- 
ing stock of a corporation as Section 
1244 stock. The two provisions are 
not mutually exclusive; a corporation 
may issue Section 1244 stock and still 
make the Subchapter S election. Also, 
many corporations will fail to qualify 
for Subchapter S, but will still be 
able to take advantage of Section 1244. 
For example, a corporation with more 
than ten shareholders does not qualify 
to make an election,®® but it may, 
within the limitations of Section 1244, 
issue Section 1244 stock. 


Even if a corporation qualifies, there 
may be reasons, apparent on the sur- 
face or latent in the complexities of 
Subchapter S, for not making the 
election. Thus, as the most obvious 
example, an election entails not only 
the right of the shareholder to deduct 
corporate losses, but also the require- 
ment that corporate income be taxed to 
them. Also, as a result of the unpre- 
dictable and capricious manner in 
which Subchapter S may operate, 
shareholders often will be reluctant 
to make the election even though the 
facts indicate that it may be advan- 
tageous to do so. 


In contrast, Section 1244 relates 
only to the granting of ordinary loss 
on a sale or exchange. It makes no 
demands in return for the benefits it 
offers, nor are there any uncertainties 
lurking in the background that should 
dissuade one from attempting to qualify 
stock under Section 1244. An abor- 
tive attempt to qualify, unlike an 
unsuccessful Subchapter S election, 
leaves the shareholders of a corpo- 
ration in the same position they would 
have been in had no attempt been 


” Sec. 1371(a) (1). 
"Sec. 166(d). See also Sec. 166(g), re- 
lating to worthless securities. 
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made. The failure to satisfy the re- 
quirements means that the loss on 
stock will be a capital loss, which is 
what it would have been in the ab- 
sence of Section 1244. 


Capitalization 
of Corporations 


Section 1244 introduces a new 
factor that might be considered in 
planning the capital structure of a 
corporation—but perhaps not too seri- 
ously considered. By granting ordi- 
nary losses, the section affords a limited 
advantage to stock over indebtedness, 
since a bad debt, other than a busi- 
ness bad debt, is a capital loss.” 
However, except in connection with 
a most unpromising venture, this 
should little affect the incentive to 
finance by debt. 


The opportunity to recoup the in- 
vestment free of the dividend threat 
and the fact that interest, but not 
dividends, is deductible—to mention 
the two most important advantages 
of indebtedness—ordinarily should 
overshadow the preference that Sec- 
tion 1244 affords to stock. 


Preservation of Records 


A moment’s reflection on the vari- 
ous requirements and special rules of 
Section 1244 will suggest the impor- 
tance of keeping records in order to 
support an ordinary loss deduction 
claimed pursuant to that section. In 
this connection, the committee report 
specifically, and perhaps superfluously, 


provides that in prescribing regula- 
tions the Secretary of the Treasury 
shall have the authority “to require 
the maintenance of records sufficient 
to establish the identity of stock that 
qualifies as section 124[4] stock.” * 


“@H. Rept. 2198, 85th Cong., 2d Sess. 
(1958), p. 12. Sec. 6011(a) grants the Sec- 
retary broad authority to require informa- 
tion of every person who makes a return. 
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The proposed regulations have fol- 
lowed through by providing detailed 
rules concerning records that should 
be maintained by the corporation 
issuing Section 1244 stock and the 
shareholders receiving such stock. 
The purpose of the rules is twofold: 
to preserve evidence that the require- 
ments and special rules of Section 


1244 have been complied with and to 
distinguish qualifying stock from any 
nonqualifying stock that the taxpayer 
may hold in the same corporation. 


The satisfaction of many of the 
requirements of Section 1244 will be 
solely within the control of the cor- 
poration that proposes to issue the 
qualifying stock. Accordingly, to a 
large extent the responsibility of main- 
taining adequate records will fall on 
the corporation, although the deduc- 
tion that the records are designed to 
support will be that of a shareholder 
and not that of the corporation. There- 
fore, an individual to whom Section 
1244 stock is issued should be assured 
that the corporation will stand ready to 
support his claim for an ordinary loss 
on the stock, if it becomes necessary. 


Conclusion 

The purpose of Section 1244 is “to 
encourage the flow of new funds into 
small business.” ** Although one does 
not invest with the anticipation of 
sustaining a loss, the opportunity of 
deducting up to $50,000 of loss in any 
one year against ordinary income—in 
lieu of the $1,000 allowable against 
ordinary income in the absence of 
Section 1244—should reduce some- 
what the concern over the possible 
failure of a business, and thereby en- 
courage investment in it. Since the 
test for determining whether a corpo- 
ration falls within the small business 
category is made at the time the issu- 
ance of stock is contemplated, it is 


* Proposed Treasury Reg. Sec. 1.1244(e)-1. 
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possible to obtain ordinary loss on a 
sale occurring when the corporation 
is large by any definition. But this is 
not inconsistent with the purpose of 
the section. There may be differences 
of opinion, of course, on whether or 
not the various limitations, such as 
the equity capital rule, draw the line 
between small and big at the appropri- 
ate place. In any event, it should 
generally limit the benefits of the 
section to investments made at a time 
when the business of the corporation 
is still subject to substantial risks. 

The benefits of the section are not, 
however, limited to outside invest- 
ment. The section may apply to stock 
received by the owners of a going 
business who transfer the assets to 
a new corporation in exchange for 
stock; in practice such persons may 
be the primary beneficiaries of Sec- 
tion 1244. From this standpoint the 
section does not encourage the invest- 
ment of new funds in small businesses 
—the funds were already there. In- 
stead, it mitigates one of the tax con- 
siderations against doing business as 
a corporation, that is, the concern that 
the owners will receive only a capital 
loss if the business fails. 

The section imposes a number of 
procedural requirements to be followed 
by the corporation in issuing stock, 
and apparently the failure to comply 
with them will result in the disqualifi- 
cation of the stock. This may present 
no problem to the corporation that 
is properly advised and that plans 
in advance, but one that does not 
receive sound advice may find that it 
has, through a defect that easily might 
have been avoided, missed the oppor- 
tunity to take advantage of Section 1244. 


Although this is an unfortunate 
result, it is difficult to see how the 
policy behind Section 1244 can be 


(Continued on page 338) 


“H. Rept. 2198, 85th Cong., 2d Sess. 
(1958), p. 4. 
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Tests for Tax-Free Distributions 


on Corporate Division 
By IRA J. PALESTIN 


The five-year active-business requirement for multiple businesses 

in Section 355 has met with wide criticism. To correct some of the section's 

so-called faults, there is pending legislation, which Mr. Palestin supports. 

He is tax commissioner, Department of Taxation and Finance, State of New York. 


HE ENACTMENT of Section 355 of the Internal Revenue Code 

in 1954 constituted a high mark in Congress’ varying legislative 
course regarding stock distributions in corporate separations tax-free 
to shareholders. By that section in Part III of Subchapter C, the 
three methods for division of a corporation’s businesses into separate 
entities, without taxation of shareholder gains or recognition or share- 
holder losses, were treated uniformly. Those methods, of course, were 
the spin-off, the split-off and the split-up.t Indeed, their uniform treat- 
ment was riveted in by Section 355’s allowance of a tax-free division 
free of the requirement of a specific plan of reorganization.’ 


Uniform treatment of these distributions in corporate divisions 
did not always exist. While the split-up and the split-off were deemed 
nontaxable prior to 1924 if accomplished as part of a reorganization 
under the Revenue Act of 1921,° the spin-off was considered a sever- 
ance of assets from the property of the distributing corporation; to 
the extent that such distribution was measured by earnings and profits 
of the distributing corporation, the spun-off distribution was consid- 
ered taxable as an ordinary dividend.‘ 








* The split-up is a transfer of a corporation’s total assets to two new corpora- 
tions in exchange for their stock, followed by distribution of such stock to the 
shareholders of the transferor corporation in complete liquidation. In the split-off, 
the original corporation transfers part of its assets to a new corporation in 
exchange for the latter’s stock; that is then distributed to shareholders of the 
original corporation in exchange for a prorata portion of its stock. The spin-off 
differs from the split-off in that no stock of the original corporation is turned in 
by its shareholders upon their receipt of stock in the transferee. 

* Sec. 355(a)(2)(c). Since Sec. 355 refers to distribution of stock or securities 
held by a parent in its controlled corporation (as defined in Sec. 368(c)) it is no 
longer necessary that the controlled corporation must newly have been organized 
to receive assets of the distributing corporation. However, Sec. 355(a)(2)(c) 
permits organization of a new subsidiary, whose stock is distributed by the 
parent to its own shareholders pursuant to a plan of reorganization as within 
the meaning of Sec. 368(a)(1)(D). 

* Revenue Act of 1921, Sec. 202(c), 42 Stat. 227 (1921). 

* Rockefeller v. U. S., 1 ustc $55, 257 U. S. 176 (1921). 
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In 1924 Congress recognized that 
identical economic consequences under- 
lay distributions made in reorganiza- 
tions as an exchange, in the case of 
the split-off and split-up, or unilater- 
ally as a spin-off. Section 203(c) of 
the Revenue Act of 1924, 43 Stat. 253 
(1924), expressly included the spin- 
off in tax-free reorganizations. 

But Congressional tolerance of the 
direct spin-off within the reorganiza- 
tion provisions proved short-lived. In 
1934 the House of Representatives 
Ways and Means Committee char- 
acterized the spin-off as a method by 
which “corporations have found it 
possible to pay what would otherwise 
be taxable dividends without any taxes 
upon their shareholders. The Com- 
mittee believes that this means of 
avoidance should be ended.”*® The 
Senate Finance Committee agreed,® 
and Section 112(g) of the Revenue 
Act of 1934, 48 Stat. 704, removed the 
spin-off from tax-free reorganizations. 


Almost coincidentally with its end- 
ing, the Supreme Court decided Gregory 
v. Helvering,’ which upheld the judi- 
cially imposed requirement of busi- 
ness or corporate purpose as a sine 
qua non of a tax-free reorganization. 
‘Business purpose” developed through 
a large number of decisions into a 
widely applied doctrine. 

Again there came a statutory change. 
In 1951 Congress “came to believe 
‘that it is economically unsound to 
impede spin-offs which break up busi- 
nesses into a greater number of enter- 
prises, when undertaken for legitimate 





5H. Rept. 704, 73d Cong., 2d Sess. (1934), 
1939-1 CB (Pt. 2) 564. 

*S. Rept. 558, 73d Cong., 2d Sess., 1939-1 
CB (Pt. 2) 598. 

735-1 ustc 79043, 293 U. S. 465 (1935). 
Judge Learned Hand had said for the cir- 
cuit court of appeals: “But the underlying 
presumption is plain that the readjustment 
shall be undertaken for reasons germane to 
the conduct of the venture in hand. . . .” 

® Mertens, Federal Income Taxation, Vol. 
3, Sec. 20.101 (Zimet and Weiss revision), 
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business purposes’”’* and reinstated 
the spin-off in the reorganization pro- 
visions of the Code.*® This it did in 
apparent realization that the business- 
purpose doctrine could effectively dis- 
tinguish between legitimate spin-offs 
and those undertaken for avoidance 
purposes.*® 


The 1951 restoration of the spin-off 
into the respectable family of tax-free 
reorganizations was hedged in with 
new statutory precautions. Not only 
was distribution of preferred stock 
excluded from its provisions, but non- 
recognition of gain to the distributee 
would be denied where “it appeared” 
that a party to the reorganization 
“was not intended” to continue in 
active business after the reorganiza- 
tion or that the corporation whose 
stock was distributed was used prin-; 
cipally as a device for distribution of 
earnings and profits of any corporation 
a party to the reorganization."? These 
restrictions, confined to spin-offs, were 
“not applicable to ‘spit-ups’ or ‘split- 
offs’ except to the extent of any over- 
lap... [with] the ‘business purpose’ 
rule applicable to reorganizations 
generally.” 7” 


Section 355— 
Five-Year Activity Test 


Section 355 of the 1954 Code incor- 
porates the requirements for tax-free 
receipt by shareholders or security 
holders in a parent corporation of the 
stock and securities of its controlled 
corporation. It provides that both 
distributing and controlled corpora- 


quoting S. 
(1951)., 

*Sec. 112(b)(11) of the 1939 Code, as 
added by the Revenue Act of 1951, Sec. 
317(a), 65 Stat. 493. 

* See 42 Virginia Law Review 986 (1956). 

™ See footnote 9. 

* Cohen, Silverman, Surrey, Tarleau and 
Warren, “The Internal Revenue Code of 
1954: Corporate Distributions, Organiza- 
tions and Reorganizations,” 68 Harvard Law 
Review, 393, 430, footnote 278 (1955). 
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tions must be engaged in the active 
conduct of a trade or business im- 
mediately after the distribution *° or, 
where substantially all the assets of 
the distributing corporation consist 
of stock or securities in controlled 
corporations, that each of the con- 
trolled corporations be so actively 
engaged immediately after the dis- 
tribution.** This is an extension of 
the 1951 spin-off amendment. Section 
355(b)(2) includes within the statu- 
tory definition of “active trade or 
business” the requirement that the 
same shall have been actively con- 
ducted for a five-year period ending 
on the date of the distribution.*® It 
was the latter provision that the 
Senate Committee on Finance, in 
Senate Report 1622 (Eighty-third Con- 
gress, Second Session (1954)), at page 
51, termed “a safeguard against avoid- 
ance not contained in existing law.” 


The regulations provide against divi- 
sion of a single business. What can 
be separated without recognition of 
gain or loss to shareholders and se- 
curity holders are two or more separate 
businesses formerly operated directly 
or indirectly by a single corporation, 


* Sec. 355(b)(1)(A). 

™ Sec. 355(b)(1)(B) and (2)(A). 

* Section 355(b)(2) stresses the five-year 
active existence of the businesses rather than 
continued ownership of them by the dis- 
tributing and controlled corporations. A 
separate business may be acquired inside 
the five-year period if that should occur 
in a transaction in which no gain or loss 
is recognized. The requirement is that the 
distributed control stock be of a corporate 
business actively conducted for five years 
before the distribution. If business assets 
or the stock of another business corpora- 
tion was acquired by the distributing cor- 
poration in a taxable transaction before 
the onset of the five-year period or in a 
tax-free transaction occurring within such 
five-year period, the active-business_re- 
quirement would be met. Examples of tax- 
free acquisitions, within the five years, 
which should qualify for tax deferment 
on subsequent distribution are transfer of 
property to a corporation thereafter con- 
trolled by the transferor, under Sec. 351; 
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both of which businesses must have 
been actively operated for at least five 
years.’ A trade or business is defined 
in the regulations as “a group of ac- 
tivities being carried on for the pur- 
pose of earning income”; included in 
this group of activities must be every 
operation forming part of the process 
of earning income from the entire 
group.”* It is thus no longer possible 
to divide into separate corporations 
the manufacturing and selling activi- 
ties of an entire business with tax-free 
distribution of the stock of one cor- 
poration to the shareholders of the 
controlling parent. Example 11 of 
Regulation Section 1.355-1(d) states 
that manufacturing and selling opera- 
tions constitute but one integrated 
business. 


Requirement of a five-year business 
activity for both the distributing par- 
ent corporation and its controlled 
subsidiary (or for all subsidiaries 


where substantially all assets of the 
distributing corporation consist of 


stock or securities in its controlled 
corporations) is a “safeguard” to the 
extent that it deters an existing busi- 
ness from purchasing out of accumu- 


acquisition of stock in exchange for stock 
in a reorganization under Sec. 368(a)(1) 
(B); acquisition of stock in a_ tax-free 
recapitalization under Sec. 368(a)(1)(E), 
concerning which see Rev. Rul. 56-117, 
1956-2 CB 180. 

* Reg. Sec. 1.355-1(a). But in the recent 
case of Edmund P. Coady, CCH Dec. 24,024, 
33 TC —, No. 87, a single corporate busi- 
ness actively conducted for more than five 
years was divided between two disputing 
stockholders, each of whom held 50 per 
cent of the stock of the original corporation. 
Division was accomplished by splitting off 
the stock of a new corporation procured in 
exchange for half the assets of the original 
corporation. After the division, both cor- 
porations continued in active business. The 
court held that Reg. Sec. 1.355-1(a), en- 
joining the application of Sec. 355 against 
the division of a single business, was invalid. 
Five judges dissented. The Commissioner 
will undoubtedly appeal this determination. 

* Reg. Sec. 1.355-1(c). 
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lated profits a new business whose 
corporate stock the parent then dis- 
tributes to its own shareholders free 
of tax. Presumably, the parent cor- 
poration would be unwilling to lose 
an established business just to pay 
out earnings and profits to its stock- 
holders. Five years of business activity 
is the statutory dividing line between 
opportunity for legitimate formal sepa- 
ration and the tempiation to liquidate 
a business newly purchased out of 
earnings. 


Nondevice Requirement 


Along with the safeguard provided 
by the five-year active-business re- 
quirement, the antidevice feature, which 
was included in the 1951 restoration 
of spin-offs to the reorganization pro- 
visions, was made applicable to all 
separations under Section 355. A 
sale of the distributed stock or securi- 
ties, other than by arrangement made 
before their transfer, will not indicate 
a device for a bail-out of earnings and 
profits of either the distributing or 
controlled corporation, or both.** But 
the fact of sale will be evidence, not 
in itself conclusive, of such device 
even in the absence of prior negotia- 
tions to sell the distributed stock or 
securities.’® 

Mere prior discussion of the sale or 
exchange of the stock or securities of 
either corporation will be sufficient to 
raise the question of whether such 
device exists. Resolution of the issue 
will then depend on all the facts and 
circumstances.”° In weighing the facts, 
particular consideration will be given 
the nature, kind and amount of the 
assets of both corporations (and of 
the corporations controlled by them) 
immediately after the transaction. If 





* Sec. 355(a)(1)(B). 

*® Reg. Sec. 1.355-2(b)(1). 
* Reg. Sec, 1.355-2(b) (2). 
* Reg. Sec. 1.355-2 
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substantially all assets of each corpo- 
ration involved are, and have been, 
used in the active conduct of trades 
or businesses meeting the actvity re- 
quirements of Section 355(b), that 
will be considered evidence negating the 
device.** An excess of assets used in 
active business less than five years 
will disqualify the transaction. The 
test informally indicated by the In- 
ternal Revenue Service in determin- 
ing whether the distribution is upon 
separation of qualified businesses or 
is a device for payment of earnings 
is that the value of the qualified assets 
must be at least 50 per cent of the fair 
value of net assets of the corporation, 
whether distributing or controlled.” 


Revenue Ruling 58-68, 1958-1 CB 
183, construed a case where the dis- 
tributing corporation canceled an in- 
debtedness owed by its controlled 
subsidiary. This resulted in a sharp 
increase in the latter's net worth. 
Thereafter, the parent distributed the 
stock of its controlled corporation to 
its own stockholders, following which 
the controlled corporation was merged 
with another corporation controlled 
by the parent. The transaction was 
ruled taxable as a distribution of the 
parent’s earnings. It was indicated 
in the ruling that more than half of 
the assets of the controlled corpora- 
tion, resulting from the forgiveness of 
its debt to the parent, had not been 
used in the active conduct of its busi- 
ness for a five-year period ending 
with the distribution. 


Even where the requirement of five- 
year activity is met and the parent 
transfers one of its businesses to a 
new corporation for stock which it 
distributes to its own shareholders, 
such distribution will be taxable if it 


See Mintz, “Corporate Separations,” 36 
Taxes 882, 884 (December, 1958); Caplin, 
“Corporate Division Under the 1954 Code: 
A New Approach to the Five-Year ‘Active 
Business Rule’,” 43 Virginia Law Review, 
397, 403 (1957). 
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appears that substantial acquisitions 
by the business separated off were 
paid for out of the earnings of the re- 
maining business of the parent (Reve- 


nue Ruling 59-400, I. R. B. 1959-51, 9). 


Business Purpose 


In addition to the safeguard pro- 
vided by the five-year active-business 
requirement and the antidevice pro- 
vision, the regulations continue to 
require a business purpose for the sepa- 
ration. Regulation Section 1.355-2(c) 
states that Section 355 contemplates 
continuity of the entire business in 
modified corporate forms and con- 
tinuity of interest in all or part of the 
business on the part of those owning 
it directly or indirectly before dis- 
tribution or exchange; distribution by 
a corporation of stock or securities of 
a controlled corporation must be for 
purposes germane to the business of 
both corporations. Even though Sec- 
tion 355 permits a separation without 
a reorganization plan, the regulation 
states that “all the requisites of busi- 
ness and corporate purpose described 
in Section 1.368 [on reorganizations] 
must be met to avoid the recognition 
of gain or loss under this Section 
[soe1. 

An example of a sale of stock not 
considered evidence of a device be- 
cause both the stock sale and the 
separation of the two businesses were 





* This appears to require a showing of 
corporate purpose as opposed to shareholder 
purpose. 

Section 355(2) can apply to situations 
where the distribution of the controlled cor- 
poration’s stock is not pro rata to all 
shareholders of the distributing corpora- 
tion. In Rev. Rul. 56-344, 1956-2 CB 195, a 
dispute among stockholders regarding con- 
tinuance of branches of the business in two 
other states sustained a separation of quali- 
fied businesses into two corporations. The 
branch businesses were placed in the cor- 
poration newly organized. One group of 
stockholders took stock in the new corpo- 
ration, which they held in addition to stock- 
holdings retained in the parent; another 
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motivated by good business reasons 
is given in Revenue Ruling 59-197, 
1959-1 CB 77. There a key employee 
bought a minority interest in a cor- 
poration just before its assets were 
transferred to a new corporation for 
the latter’s stock. Following the 
transfer, the stock of the new corpo- 
ration was distributed by the parent- 
transferor in exchange for part of its 
own shares. The distributing cor- 
poration’s stock had been sold to the 
employee in advance of the transac- 
tion so that he could participate in a 
divisive reorganization ; upon comple- 
tion of the transaction he held a one- 
third voting interest in the new 
corporation; 18 per cent of its entire 
stock equity; and a 50 per cent in- 
terest in its common stock. Although 
the advance cash sale had the same 
effect as an antecedent contract to sell 
stock received in the distribution, the 
device was ruled out because it was 
incentive stock, and not the oppor- 
tunity for speculative profit, that had 
been made available to this key em- 
ployee. The continuity-of-interest re- 
quirement of Regulation Section 
1.355-2(c) was ruled not violated by 
his purchase of stock from a stock- 
holder who did not acquire any in- 
terest in the corporation split off. 


Section 355—Proposed Amendment 
The inflexible requirement for five- 
year business activity by separate 





group remained with holdings only of the 
parent. Upon completion of the distribu- 
tion, each stockholder was to have approxi- 
mately the same interest in the total assets 
of both corporations as he had held in the 
assets of the original corporation. Since 
a difference of opinion among shareholders 
—short of a deadlock in management—will 
not be sufficient to procure judicial consent 
to dissolution of a corporation, there being 
no showing of frustration of the corporate 
objectives (Matter of Radom & Neidorff, 
Inc., 307 N. Y. 1), nondeadlocking stock- 
holder differences which can support a 
tax-free corporate separation must be con- 
sistent with shareholder purpose as dis- 
tinguished from corporate purpose. 
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businesses has been seriously ques- 
tioned by various commentators. It 
has been urged that a business need 
for corporate separation sufficient to 
disinfect against implicit devices for 
tax avoidance should be permitted 
where “the corporate assets remain in 
solution with the required measure 
of continuing shareholder interest in 
the business” despite failure to meet 
the specific measuring rules of aged 
multiple businesses contained in Sec- 
tion 355 and the regulations.** A far- 
sighted acquisition of a new business 
bought out of profits and held for five 
years before being distributed may be 
independent of compelling business 
purpose, yet it might qualify for dis- 
tribution tax-free. Because of the 
multiple-business requirement, an en- 
terprise long engaged in manufac- 
turing clothing, for instance, and selling 
it at retail would be denied the op- 
portunity to distribute one of these 
vertically separate business activities 
tax-free to its shareholders, whatever 
strong business purpose such separa- 
tion would serve.”® 

Criticism of Section 355’s rigid in- 
sistence on the five-year active en- 
gagement of the distributing and 
controlled corporation’s businesses, in 
addition to the required showing of 


nondevice for distribution of earn- 


ings and profits and of business pur- 
pose, has led to the inclusion in the 





* Lyons, “Some Problems in Corporate 
Separations Under the 1954 Code,” 12 Tar 
Law Review 15, 21 (1956). Cf. Young, 
“Corporate Separations: Some Revenue 
Rulings Under Section 355,” 71 Harvard 
Law Review 843, 849 (1958). See Friedman, 
“Divisive Corporate Reorganizations Under 
the 1954 Code,” 10 Tax Law Review 487, 
528, and Caplin, “Corporate Division Under 
the 1954 Code: A New Approach to the 
Five-Year ‘Active Business Rule’,” 43 Vir- 
ginia Law Review, 397, 408 (1957). See also 
42 Virginia Law Review 986 (1956). 

*See Mintz, work cited at footnote 22, 
at p. 886; American Law Institute Federal 
Income, Estate and Gift Tax Project, In- 
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Corporate Distributions and Adjust- 
ments Bill of 1959** of a suggested 
alternative provision for Section 355. 
The bill (Section 20) continues refer- 
ence to the requirement of the five- 
year active-business period preceding 
the distribution. To limit the test of 
the nature, kind and amount of assets 
provided in Regulation Section 1.355-2 
(b)(3), the bill incorporates a new 
statutory qualifying test, under which 
the fair market value of the stock or 
securities distributed must be at least 
20 per cent and not more than 80 per 
cent of the excess of fair market 
value of assets over liabilities of the 
distributing corporation immediately 
before the distribution. It continues 
the requirement that the transaction 
shall not be used principally as a device 
for distribution of earnings and profits 
of the distributing corporation or the 
controlled corporation, or both. All 
of this is contained in Section 355 
(a)(1)(B)(i) as set forth in the new 
bill. Then, as an alternative for such 
requirements, the bill would provide 
a new subsection of the Code—Section 
355(a)(1)(B) (ii)—holding that if “it 
is established to the satisfaction of the 
Secretary or his delegate that the 
distribution is not in pursuance of a 
plan having as one of its principal 
purposes the avoidance of federal in- 
come tax” no gain or loss shall be 
recognized to the recipient shareholder 
or security holder *’ if the distributing 


come Tax Problems of Corporations and 
Shareholders (1958), pp. 10-13. 

* H. R. 4459, 86th Cong., Ist Sess. (1959). 
The bill is still pending at the current ses- 
sion of the Congress. 

* Section 355(a)(1)(C) of the statute as 
proposed for amendment would contain the 
nonrecognition language. 

Section 355(a)(1)(B) (ii), as set out in the 
proposed amendment, would import an al- 
ternative flexibility similar to that provided 
by Sec. 346, dealing with distributions in 
partial liquidation of a corporation. To 
meet the latter’s requirements, the Code 
prescribes an historical five-year active busi- 
ness period both for the corporate business 
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corporation distributes all the stock 
and securities it held in the controlled 
corporation immediately before the 
distribution, whatever undistributed 
noncontrol stock it retains to be es- 
tablished as not withheld for tax 
avoidance as a principal purpose. 

The Treasury has indicated its op- 
position to this proposed relaxing of 
the five-year active, multiple busi- 
nesses safeguard. At a hearing on 
February 27, 1959, before the House 
of Representatives Ways and Means 
Committee ** on a report submitted to 
the Subcommittee on Internal Reve- 
nue Taxation by the Subchapter C 
Advisory Group,”® this colloquy took 
place between Representative Wilbur D. 
Mills, chairman of the committee, and 
Mr. David A. Lindsay, then assistant to 
the Secretary of the Treasury and 
now general counsel for the Treasury. 
Said Mr. Lindsay : 


“We should not have a complete 
escape hatch in 355 just based on lack 
of avoidance I don’t think we 
would favor a provision that merely 
stated that any spin-off or split-off 
would be all right, notwithstanding 
any other guidelines in the statute if 
there was no tax avoidance. 


“The Chairman. The fact that we 
didn’t have those guidelines and those 





standards was an additional reason 
why we made the change in 1954, was 
it not? 

“Mr. Lindsay. That is right. There 
were no guidelines in the 1939 code. 


“The Chairman. If we go back to 
the 1939 code without these standards, 
then we would be right back where 
we were, with all the complications 
in the administration of it. 


“Mr. Lindsay. That is right.” 


The “complications in the adminis- 
tration” undoubtedly resulted from a 
plethora of court decisions that drew 
a sometimes wavering line between 
sound business purpose, as justifying 
tax deferment in reorganizations, and 
reorganization exchanges or distribu- 
tions having the effect of a dividend.*° 
To avoid administrative “headache,” 
the Treasury indicates a firm stand 
on the fixed requirements in present 
Section 355.*4 


Controlling Purpose 


Question of Fact 


In considering an escape provision 
to catch situations harshly dealt with 
by the application of fixed measuring 
tests, a review of cases that have ap- 
plied similar provisions elsewhere in 
the Code will be helpful. Suppose that 





(Footnote 27 continued) 


to be discontinued and the business it 
intends to carry on. This statutory prescrip- 
tion is valid as a disinfectant against divi- 
dend equivalence (Sec. 346(b)). However, 
apart from the five-year active-business re- 
quirement, if the claimed partial liquidation 
occurs on a genuine contraction of the cor- 
porate business (Joseph W. Imler, CCH Dec. 
16,691, 11 TC 836 (1948)), or, absent such 
contraction, if it is consistent with the busi- 
ness interest of the redeeming corporation, 
the test of dividend equivalence will be suc- 
cessfully met under Sec. 346(a) and the 
distribution will be upheld as partial liqui- 
dation of the corporation with favorable 
capital gain opportunities to the sharehold- 
ers whose stock is redeemed. See U. S. v. 
Fewell, 58-2 ustc $9551, 255 F. 2d 496 
(CA-5, 1958), and cases therein cited. 


Corporate Division 


* Hearings before the Committee on 
Ways and Means, House of Representa- 
tives, 86th Cong., Ist Sess. (Washington, 
D. C., United States Government Printing 
Office, 1959), pp. 631-632. 

*The recommendations of this report 
were substantially included in H. R. 4459, 
86th Cong., Ist Sess. (1959). 

*” Some of the cases are cited at footnotes 
36 and 37. 

* Mr. Lindsay indicated that a non-pro- 
rata stock distribution to different groups 
of stockholders upon separation of activities 
conducted by a single corporate business 
would be favored. This would somewhat 
relax Reg. Sec. 1.355-l1(a). See work cited 
at footnote 28, at p. 631. 





a corporation is engaged in operating 
a chain of five wholesale houses in 
different locations. To increase the 
credit capacity of the total business 
while immunizing from each site 
operation the liabilities incurrable by 
the others, to expand potential mer- 
chandise lines available to some of the 
locations, and to pander to community 
sentiment local to the several sites, 
the corporation reorganizes, placing 
the assets and operation of each branch 
into separate corporations in which 
the original corporation becomes the 
stockholder. This corporate prolifiera- 
tion will result in the availability of 
a $25,000 surtax exemption and (be- 
fore 1958) an accumulated earnings 
credit of $60,000 ** for each of the five 
new corporations where only one such 
exemption and credit could be had 
before. Section 269 of the Code denies 
the benefit of additional deduction, 
credit or other allowance to a corpo- 
ration in acquiring property of another 
corporation not previously controlled 
by the acquiring corporation or its 
stockholders, where the basis of the 
property transferred is determined 
by the transferor’s basis and the prin- 
cipal purpose of the acquisition is the 
securing of such deduction, credit or 
allowance. 


The instance hypothesized occurred 
in Alcorn Wholesale Company, CCH 
Dec. 18,034, 16 TC 75 (1951). There 
the Commissioner argued that the prin- 
cipal purpose motivating the corporate 
split-up was avoidance of a fair share of 
World War II excess profits tax by ob- 
taining a total exemption of $50,000— 
$10,000 for each of the five new corpo- 
rations—in lieu of the single $10,000 
excess profits tax exemption available 
to the original corporation; this, he 
urged, contravened Section 129 of the 
1939 Code (Section 269 of the 1954 
Code). The court sustained the five 





“Increased to $100,000 by the Small 
Business Tax Revision Act of 1958. 
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. . . we are taxing ourselves at 
inordinately high rates by allowing 
the tax base to be eroded 

by so many unnecessary, and 
expensive, preferential provisions.— 
Joseph A. Pechman, in 

Essays in Federal Taxation. 


petitioning transferee corporations on 
the ground that the reorganization 
was not an artificial arrangement, but 
a natural division of the original cor- 
poration effected principally for busi- 
ness reasons. 


Said the court: “. even assuming 
that tax avoidance was one of the 
purposes of the reorganization, our 
only inquiry under Section 129... is 
whether tax evasion or avoidance was 
the ‘principal purpose’ of the reor- 
ganization.” It cited Commodores 


Point Terminal Corporation, CCH Dec. 
16,602, 11 TC 411 (1948), where the 
latter court said, at page 418: 


“The tax avoidance purpose must 
exceed in importance any other pur- 
pose to constitute the ‘principal pur- 
purpose’. The fact . [of] tax 
saving is of no moment.” Commo- 
dores Point weighed the strength of 
business purpose as against the tax 
advantage derived from the trans- 
action, and concluded that the tax- 
payer’s acquisition of income-producing 
control stock in another corporation 
was not obtained for avoidance 
purposes. 

Measurement of these comparatives— 
business purpose and tax advantage 
—was illustrated in American Pipe & 
Steel Corporation v. Commissioner, 57-1 
ustc § 9590, 243 F. 2d 125 (CA-9) 
where, for a cost of $11,000, a corpora- 
tion with losses of some $400,000 was 
acquired. The losses sought in con- 
solidated returns tendered by the ac- 
quirer were disallowed on the ground 
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that the alleged business reason for 
the acquisition, the potential value of 
unimproved real estate owned by a 
practically defunct corporation, did 
not “overshadow the conclusion that 
the acquisition was for a huge poten- 
tial tax benefit.” ** 


Suppose another case: a corpora- 
tion engaged in a business which in- 
cludes the handling of government 
contracts. It organizes a new corpo- 
ration as an exclusive vehicle to per- 
form the government work, transferring 
some of its properties to the new 
corporation in exchange for the latter’s 
note and stock. This division will 
permit the books of the new corpora- 
tion to establish that the income on 
government contracts is less than 
that realized from the commercial 
business transacted by the original 
corporation. Section 1551 of the Code 
denies the $25,000 surtax exemption 
and the accumulated earnings credit 
to a corporate transferee newly created 
to receive property of its controlling 
transferor unless it proves by the pre- 
ponderance of the evidence that the 
securing of the exemption or credit 
was not a major purpose of the trans- 
fer. This was the situation in Coastal 
Oil Storage Company v. Commissioner, 
57-1 ustc J 9518, 242 F. 2d 396, 398 
(CA-4), where the court found the 
predecessor of Section 1551 sufficient 
to deny the exemption and excess 
profits credit claimed by the trans- 
feree corporation, stating: “Since the 
keeping of separate records ... would 
have accomplished the separation of 
government business from other busi- 
ness just as well as the incorporation 
of a subsidiary corporation, it is dif- 
ficult to see how the incorporation 

%In James Realty Company v. U. S., 59-2 
ustc § 9660, 176 F. Supp. 306 (DC Minn.), 
the Commissioner successfully invoked Sec. 
129 to disallow the exemption and excess 
profits credit of a newly formed corporation 


on the ground that it had been “acquired” 
by the same interests that controlled it. 


Corporate Division 


and transfer could have had any real 
purpose other than tax avoidance.” 


However, where a corporate dis- 
tributor of frozen foods was required 
by the processer to confine the handling 
of the latter’s products exclusively to 
one corporation, the organization by 
an existing meat-dealer corporation of 
a subsidiary to operate the frozen- 
food distributing franchise was deemed 
valid for purposes of the multiple ex- 
emptions and credits under Section 
1551. The court stated that when the 
frozen-food subsidiary was formed, 
its parent “fully intended to take ad- 
vantage of any tax benefits to which 
it was entitled under the law... but 
this is not to say that such an inten- 
tion is to be given the stature of a 
major purpose.” (Sno-Frost, Inc., 


CCH Dec. 23,474, 31 TC 1058 (1959).) 


To ascertain the availability of 
multiple exemptions and credits, Al- 
corn Wholesale Company and American 
Pipe & Steel Corporation illustrate a 
range of facts within which the de- 
termination must be reached whether 
business purpose or tax saving is the 
principal reason for splitting the oper- 
ations of a single corporation among 
several corporate entities.** 


Coastal Oil Storage and Sno-Frost 
similarly indicate a range of facts within 
which determination must be found. 
In Coastal Oil Storage the establish- 
ment of the taxpayer’s position in 
government reorganization matters 
was not absolutely dependent upon 
separate incorporation of the govern- 
ment contract business ; keeping separate 
books for two enterprises conducted 
by the same corporation could have 
served the purpose. But in Sno-Frost, 





* While no regulation has yet been prom- 
ulgated under Sec. 269, Regs. 118, Sec. 
39.129-3(a)(2), applicable to its predecessor, 
Sec. 129 of the 1939 Code, required “scru- 
tiny of the entire circumstances in which 
the transaction occurred Siteocyy 
Under Sec. 1551, Reg. Sec. 1.1551-1(3), a 
like examination must be made. 
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unless the dealer-taxpayer separately 
incorporated the frozen-food busi- 
ness, it could not retain a frozen- 
food-business franchise. Both cases 
are polar points of the same principle: 
In determining the major purpose of 
corporate acquisitions under Section 
1551 the separation must uniquely or 
most effectively accomplish the un- 
derlying business purpose.*® This 
may seem a far cry from Gregory v. 
Helvering which contrasted the sham 
existence of one of the parties to a 
reorganization with the doctrine that 
a taxpayer has the right to decrease 
or avoid, by means which the law 
permits, what would otherwise be his 
taxes. 

*In Truck Terminals, Inc., 
24,044, 33 TC —, No. 100 (1960), the court 
cited Sno-Frost on the proposition that a 
question of fact is involved in determining 
whether the major purpose of a corporate 
acquisition is the securing of 
surtax exemptions and credits. 





CCH Dec. 


additional 
There, the 
petitioner, an inactive corporation, was reac- 
tivated so that it could receive motor truck 
equipment from its parent, a corporation 
about to be licensed as a highway common 
carrier in California. State law forbade 
encumbrancing equipment or the creation 
of long-term indebtedness by such carriers 
except after hearing and approval by the 
State Public Utilities Commission. Such 
restrictions did not apply to companies 
leasing equipment to licensed carriers. The 
subsidiary “bought” substantial units of 
its parent’s equipment on time, which it 
then rented back to the parent-carrier. 
The parent had also made substantial ad- 
vances on open account to the subsidiary, 
and the latter was about to purchase further 
equipment. Because of its financial situa- 
tion, the subsidiary issued additional stock 
to its parent of a value equal to the amount 
of indebtedness, paying off the loans. with 
the proceeds so received. This transaction, 
beginning with revival of the petitioner, 
was held not motivated, as its principal 
purpose, by the securing of tax benefits 
to the reactivated subsidiary corporation. 
The court stated that while business needs 
alone do not disprove tax benefit as a 
major purpose, these needs which “could 
only be met by the activation [of the 
dormant petitioner] and [the] transfer” 
tended to disprove tax avoidance as the 
n.ajor purpose. Regardless of whether such 
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However, while the acknowledged 
presence of business purpose has been 
sufficient to save a reorganization 
from dividend implications under the 
predecessors of Section 355,** the es- 
cape provision in BH. R. 4459 would 
exempt a separation from Section 
355’s measuring tests only if avoid- 
ance is not one of the principal pur- 
poses—that is, absent compliance with 
the five-year activity requirement, 


business purpose could not suffice if 
tax avoidance is as “principal” a pur- 
pose as the business purpose itself. In 
view of the tax immunity resulting from 
a relatively weak business purpose in 
some earlier cases,*’ fact-weighing un- 
der the proposed alternative provision 


principle was properly applied to the situ- 


ation in 
is valid. 

“Chester E. Spangler, CCH Dec. 19,183, 
18 TC 976 (1952); Rena B. Farr, CCH Dec. 
21,044, 24 TC 350 (1955); Bondy v. Com- 
missioner, 59-2 ustc § 9626, 269 F. 2d 463 
(CA-4). 

* Although Basley v. Commissioner, 47-2 
ustc J 9373, 331 U. S. 737, and a long line 
of cases following it are authority for the 
proposition that reorganization will not 
absolve from tax recognition when its net 
effect is the distribution of the earnings and 
profits of a party thereto, Lewis v. Commis- 
sioner, 49-2 ustc J 9377, 176 F. 2d 646 (CA- 
1), held that mere continuity of the same busi- 
ness in altered form would be tax free, “the 
gain not having sufficiently crystal- 
lized for recognition, because the collective 
interests of the shareholders ‘still remain 
in solution’.” In Lewis, it was taxpayers, 
seeking capital gain treatment of that part 
of the distribution which would be taxed 
at “boot” higher rates, who argued that 
no tax-free transaction had occurred be- 
cause shareholder purpose, not corporate 
purpose, was involved. Rejecting this view, 
the court stated that in the instance of a 
close corporation, present in Lewis, the dis- 
tinction between shareholder purpose and 
corporate purpose was “unrealistic and im- 
practical . Whatever remaining utility 
there may be in the ‘business purpose’ test, 
reliance upon such formula must not be- 
come a substitute for independent analysis.” 


Truck Terminals, its enunciation 


A like result occurred in Survaunt v. Com- 
missioner, 47-2 ustc 9 9344, 162 F. 2d 753 
(CA-8), where taxpayers, seeking realized 
losses, resisted a finding of tax-free reor- 
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may thus produce less administrative 
difficulty and more taxable transac- 
tions than in the pre-Section 355 days. 


Granting deferment to a meritori- 
ous case regardless of the five-year 
rule does less violence to Section 355 
than appears. The guidelines now 
sewn into the statute as mandatory 
criteria do not provide an exclusive 
standard for judging taxability. The 
transaction must still exclude a device 
for distribution of earnings and profits ; 
business purpose still is a necessary 
ingredient; determination of tax im- 
position or deferment must follow 
consideration of all facts and circum- 
stances. True, as stated by a com- 
mentator, a proper business purpose 
is not ordinarily difficult to find in 
planning a corporate separation when 
all the other tests of Section 355 are 
met, and the Internal Revenue Serv- 
ice has been “rather liberal in approving 
various asserted business purposes.” ** 

But, with business purpose thus 
made easy to find, it is the meritori- 
ous case, unable to meet the five-year 
test, that the statute 


(Footnote 37 continued) 
ganization. There the court quoted with 
approval from the first opinion in Lewts, 
47-1 ustc J 9215, 160 F. 2d 839, 843 (CA-1) 
that “the continuance of the business in 
the hands of the transferee is deemed 
sufficient indication of the required ‘busi- 
ness purpose’ Query: Were the 
determinations in Lewis and Survaunt in- 
fluenced by the fact that the taxpayers, 
seeking capital gains or loss recognition, 
had argued against a tax-free reorganization? 
Survaunt’s identification of continuity with 
“the required business purpose” seems ar- 
bitrary. “Business purpose,” first enunci- 
ated in Gregory v. Helvering, found its way 
into the regulations (see Regs. 111, Sec. 
29.112(g¢)-1 (1943)) for all corporate reor- 
ganizations where it has since persisted. 
Conceivably, the court in Survaunt felt con- 
strained to mention business purpose as an 
identifying idiom. Actually, Survaunt has 
been characterized as having “disregarded 
the requirement of business purpose... .” 
(Spear, “‘Corporate Business Purpose’ i 
Reorganization,” 3 Tax Law Review 22 
242 (1947).) 


now uncom- 





n 
5, 
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promisingly excludes. Since Section 
355 already requires examination of 
all relevant facts and circumstances, 
and their evaluation, extension of the 
inquiry to merit-demonstrating situ- 
ations beyond the present statutory 
pale seems in order. 


Flexibility Can Be Controlled 
and Feasible 


Elsewhere in the Code a fixed meas- 
uring test has not prevented deserving 
that fall outside a statutory 
guideline from equal consideration ac- 
corded other cases within it. Refer- 
ence has already been made to Section 
346.°® Also, in Section 269, subdivision 
(c) provides a rebuttable presumption 
of evasion or avoidance when the 
price paid for the acquisition therein 
described is substantially dispropor- 
tionate to the adjusted basis of the 
acquired property plus the resulting 
tax benefit sought. 


cases 


The proposed amendment, continu- 
ing the measuring tests required by 
Section 355, will excuse their absence 
where a strong business purpose sub- 


In Riddiesbarger v. Commissioner, 52-2 
ustc § 9539, 200 F. 2d 165 (CA-7), rev’g 
CCH Dec. 18, 239, 16 TC 820 (1951), a tax- 
free spin-off of the stock of a corporation 
holding unprofitable ranch property was 
sustained on business purpose grounds. Both 
the Tax Court and the court of appeals, 
quoting Judge Learned Hand in Gregory, 
1934 CCH ¥ 9180, 69 F. 2d 809 (CA-2), that 
a taxpayer “is not bound to choose that pat- 
tern which will best pay the Treasury,” 
stated that “it is not helpful to suggest that 
the objective might have been obtained in 
some other manner,” such as outright dis- 
tribution of the ranch property as a divi- 
dend, or sale of the ranch and dividend 
distribution of its money proceeds. The 
decision has been characterized as “ques- 
tionable.” Young, article cited at footnote 
24, at p. 856. 

3rodsky, “Corporate Separations,” Pro- 
ceedings of New York University Sixteenth 
Annual Institute on Federal Taxation (1958), 
pp. 393, 396. 


® See footnote 27. 





ordinates tax-saving into a minor con- 
sideration. See Michaelson, “ “Business 
Purpose’ and Tax-Free Reorganiza- 
tion,’ 61 Yale Law Journal 14, 40 
(1952), where the Supreme Court’s 
opinion in Bagley *° was characterized 
as amounting “to a holding that the 
tax-saving, whether or not a proven 
purpose, was so blatant that it out- 
weighed any other purposes,” the au- 
thor continuing, at page 41: “If the 
net effect is to achieve a normally 
taxable transaction, the burden of 
showing a legitimate business purpose 
should increase.” Cf. Spear, “ ‘Corpo- 
rate Business Purpose’ in Reorgani- 
zations,” 3 Tax Law Review 225, 244 
(1947), where the Tax Court in Bazley 
was said to have found no business 
purpose because recapitalization was 
used to distribute debentures callable 
at the will of the distributees, that is, 
the debentures were the equivalent 
of cash. Spear urged that where tax 
avoidance is the principal consider- 
ation, it should so be stated as the 
ground of disqualification instead of 
being made implicit in the cliché that 
no business purpose exists. 
Application of the proposed amend- 
ment will do equity and clarify analy- 
It will provide guidelines. In 
situations where the five-year active 
tests not met, it will exclude 


sis. 


are 


“weak” purpose as a ground for tax 
deferment. It will permit the bona- 
fide division of businesses separately 
incorporated and the distribution of 
stock tax-free to continuing owners 
of an enterprise carried on in modified 
forms. 


Appropriate is this excerpt from the 
statement of C. Rudolf Peterson in 
the Compendium of Papers on Broad- 
ening the Tax Base, submitted to the 
House of Representatives Committee 
on Ways and Means in connection 
with panel discussions conducted by 
the committee beginning November 
16, 1959: * 

“With the lapse of eight years since 
the restoration of the privilege of 
tax-free corporate divisions, enough 
experience has undoubtedly accumu- 
lated to justify a reexamination of 
the governing provisions to determine 
whether slightly more freedom of 
movement may not safely be intro- 
duced into what is today a rigid set 
of rules. Is it always necessary that 
the business to be separated must be 
at least five years old? . Should 
not some way be found for permitting 
the breakup of a vertically integrated 
business? .. . All of these were per- 
mitted under the 1951 provision and 
there is no convincing proof that tax 
avoidance resulted.” [The End] 


SECTION 1244 STOCK—Continued from page 326 


effectively administered without the 
imposition of formal rules such as 
those contained in the section. Given 
the rule that only up to $500,000 may 
be invested for qualifying stock, that 
it must be the first amount invested 
after June 30, 1958, and that the 
investment must be made when the 
corporation is small in size, the nor- 
mal corporate procedures for issuing 
stock are not likely to be adequate 


” See footnote 37. 
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in identifying shares which qualify, 
as opposed to those which do not. 
To accomplish this, the statute re- 
quires adherence to special procedures 
that place extreme emphasis on ad- 
vance planning. As a result, Section 
1244, a provision designed to stimu- 
late small business, should inciden- 
tally stimulate the business of tax 
practitioners, without regard to size. 


[The End] 


“Tax Revision Compendium (Washing- 
ton, D. C., United States Government Print- 
ing Office, 1959), pp. 1611, 1616. 
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Accrual Accounting 
in the Courts of Appeals 


By HENRY D. COSTIGAN 


This timely article deals with those decisions of the courts of appeals 

which have especially disagreed with the Tax Court's application 

of the claim-of-right doctrine to accrual accounting. The number 

of reversals in the Tax Court, the author contends, raises the 

question of whether the Commissioner is living up to the stated policy 

of obedience to decisions of the courts of appeals. Mr. Costigan is a member 
of the law firm of McCutchen, Doyle, Brown & Enersen, San Francisco. 


HE rather extraordinary unanimity of decisions of the federal 

courts of appeals in the field of tax accounting for accrued liabil- 
ities and the large number of such decisions in favor of the accrual- 
basis taxpayer in recent years combine to raise the question: Must 
taxpayers score a grand slam before the Commissioner and the Tax 
Court give up? It seems probable that the score in favor of the tax- 
payer has never yet been added up by either the Commissioner or the 
Tax Court. This could result from the fact that many different types 
of businesses are involved, as well as many different methods of 
accrual accounting, some of which recognize the accrued liabilities 
as exclusions from gross income while others recognize them in the 
form of deductible reserves. 


If the overwhelming score in favor of taxpayers had been realized, 
one wonders how the Commissioner and the Tax Court could have 
kept up the fight. As recently as 1957 the then Chief Counsel of the 
Internal Revenue Service submitted a statement to the House Sub- 
committee on Appropriations in which he indicated that in most cases 
the decisions of courts of appeals in two circuits on a point adverse 
to the Commissioner would be followed and that, at the most, the con- 
currence of four circuits would be sufficient to convince the Service 
in the absence of at least one conflicting circuit (“Government’s Pol- 
icy on Appellate Court Decisions,’ CCH Stanparp FeEeperaL Tax 
Reports (1960 Ed.), Vol. 6, § 5876A.017). 


The Tax Court, of course, is still engaged in a dispute with the 
courts of appeals for certain circuits on the question of whether it must 
follow a decision in one circuit when a case involving the same point 
comes up again in the same circuit. At one time all the Tax Court 
judges joined in a reviewed opinion, written by the Chief Judge, that 
the Tax Court, being “a court of national jurisdiction” (as contrasted 
with the 11 courts of appeals, each of which has limited geographical 
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Mr. Costigan wishes to express his 
appreciation for assistance and advice 
as to accounting practices supplied 

by James L. Cockburn, CPA, of Price 
Waterhouse & Co., San Francisco. 


jurisdiction), “to avoid confusion 
should follow its own honest beliefs 
until the Supreme Court decides the 
point.” (Arthur L. Lawrence, CCH 
Dec. 22,222, 27 TC 713 (1957), at 
pages 716-720, reversed per curiam, 
58-2 ustc { 9648 (CA-9).) Previously, 
the Court of Appeals for the Sixth 
Circuit had expressed the contrary 
view that the Tax Court was not 
“lawfully privileged to disregard and 
refuse to follow, as the settled law 
of the circuit, an opinion of the court 
of appeals for that circuit.” (Stacey 
Manufacturing Company v. Commis- 
sioner, 56-2 ustc § 10,008, 237 F. 2d 
605 (CA-6). To the same effect is 
Sullivan v. Commissioner, 57-1 ustc 
7 9399, 241 F. 2d 46 (CA-7).) Since 
the Lawrence much has been 
said about this controversy between 
the Tax Court and certain courts of 
appeals. (See the references to arti- 
cles in law reviews and other period- 
icals in the dissenting opinion of 
Judge Opper in Robert M. Dann, CCH 
Dec. 23,011, 30 TC 499 (1958), at 
page 510.) 


case, 


Regardless of the merits of the Tax 
Court’s side of this controversy as 
applied to a case involving a point on 
which only one or two or even three 
courts of appeals have reversed the 
Tax Court, quite a different question 
is raised when the point is one on 
which the higher courts in a majority 
of the circuits have recently reversed 
the Tax Court and when, in addition, 
the courts of appeals of other circuits 
have rendered no recent conflicting 
decisions. This is the exact situation, 
we believe, which exists with respect 
to the Tax Court’s application of its 
own concept of the so-called “claim of 
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right” rule in the field of accrual 
accounting. 


Disregarding the cases before 1950 
as “ancient law,” which they are in 
the area of taxes, we refer to the more 
recent decisions by the courts of ap- 
peals. In some cases, these reflect 
a reversal of opinion by the particular 
court of appeals rendering the deci- 
sion, In such event we omit reference 
to the prior conflicting decisions of 
the same court of appeals. 


These cases all involve the same 
basic question, namely, whether a 
taxpayer following an accrual method 
of accounting can reduce his gross in- 
come of the current taxable year be- 
cause of liabilities in existence but 
not discharged at the end of the year. 
However, they include two types of 
cases, depending on the kind of ac- 
crual system used by the taxpayer. 
An example of the first type is the 
case of a newspaper publisher who 
defers prepaid subscriptions to the 
extent that they cover periods after 
the end of the current taxable year 
and, therefore, represent liabilities to 
the subscribers to supply newspapers 
in a later year or later years. Such 
deferment of prepaid income was ap- 
proved in Beacon Publishing Company 
v. Commissioner, 55-1 ustc J 9134, 218 
F. 2d 697 (CA-10). An example of 
the second type of accrual accounting 
is the case of a seller of television sets 
who agrees at the time of sale to 
service the sets for periods extending 
beyond the taxable year and who de- 
ducts a reserve for the estimated cost 
of servicing, after the end of the cur- 
rent taxable year, those sets sold 
within such year. Such a reserve for 
liabilities to be discharged in a later 
year or later years was held deducti- 
ble in Bressner Radio, Inc. v. Commis- 
sioner, 59-2 ustc J 9496, 267 F. 2d 520 
(CA-2). 


In the decisions by the courts of 
appeals, in cases of both types, the 
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. something must be done, 
whether through the tax system 
or otherwise, to encourage American 
capital to go abroad 
and to make the slogan ‘‘trade 
not aid,”’ meaningful. 
—Representative Hale Boggs. 


future liabilities involved were all lia- 
bilities which were admittedly in exist- 
ence and valid at the end of the tax- 
able year, but which had some element 
of uncertainty as to the total amount 
or as to the time when they would 
mature, or the like. In the first type 
of case which has been mentioned, 
the taxpayer treated the amounts re- 
ceived in consideration for undertak- 
ing such liabilities as prepaid income 
and, thus, deferred the portion appli- 
cable to later years on account of 
such liabilities, excluding such por- 
tion from gross income. In the second 
type of case, the taxpayer accrued the 
gross income but also accrued as a 
deductible expense a reserve, or an 
estimate of the amount, for the cost 
of discharging those portions of the 
liabilities which would be discharged 
in later years. 


In every such case found by us 
which was decided by the Tax Court 
in the 1950’s and which has then 
been taken for review to a court of 
appeals, the same pattern is dis- 
cernible. The Tax Court has rejected 
the taxpayer’s accounting method as 
being one which could not be used 
for tax purposes, regardless of how 
clearly it reflects income and regard- 
less of its compliance with accepted 
(and sound) accounting practices. In 
most of its recent decisions the Tax 
Court has done so because of its appli- 
cation of the “claim of right” doctrine 





* We do not consider most of the cases in 
which the taxpayer seeks to change his 
accounting method or in which his account- 
ing treatment of a particular kind of lia- 
bility has not previously been established. 
In such cases the Commissioner has much 
greater discretion to reject an accounting 
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in this field. However, in the latest 
of such cases reviewed by the court 
of appeals for each circuit, if the tax- 
payer’s method of accounting has fairly 
reflected the estimated amount of the 
existing liability and such method has 
been consistently followed, the Tax 
Court has been reversed by the court 
of appeals having jurisdiction of the 
review proceeding. These reversed 
cases are listed below in chronological 
order and, for each, the character of 
the item of gross income which was 
deferred or the reserve which was 
deducted has been summarized: 


(1) Paul Harrold, CCH Dec. 18,045, 
16 TC 134 (1951), denying taxpayers 
engaged in the strip-mining business 
the deduction of an accrual method 
reserve for the estimated cost of “back- 
filling” the strip-mined land, which 
they were obligated to do by contract 
and also by statutory liability, but 
which they had not yet done at the 
end of their fiscal year ; reversed, Har- 
rold v. Commissioner, 52-1 ustc § 9107, 
192 F. 2d 1002 (CA-4, 1951). 


(2) Pacific Grape Products Company, 
CCH Dec. 18,723, 17 TC 1097 (1952), 
denying the deduction of estimated 
brokerage fees and labeling, packing 
and shipping expenses for canned goods 
which had been sold but not yet de- 
livered at the end of the taxable year; 
this was a decision reviewed by the 
entire Tax Court and with a dissent- 
ing opinion, by Judge Opper, in which 
five other judges joined (17 TC 1110- 
1111); reversed, Pacific Grape Prod- 
ucts Company v. Commissioner, 55-1 


ustc J 9247, 219 F. 2d 862 (CA-9). 


(3) Beacon Publishing Company, CCH 
Dec. 20,124, 21 TC 610 (1954), deny- 
ing the deferment of prepaid sub- 


method. (See Sec. 481, Internal Revenue 
Code of 1954.) But if the court of appeals 
upholds the taxpayer in such a case it is an 
a fortiori decision, and means that a tax- 
paper who has consistently followed the 
same kind of accounting method for years 
should be upheld without question. 
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scriptions received by a newspaper 
publisher, to the extent that they 
were applicable to the period subse- 
quent to the taxable year; reversed, 
Beacon Publishing Company v. Com- 
missioner,? cited above. 


(4) FE. W. Schuessler, CCH Dec. 
21,014, 24 TC 247 (1955), denying the 
deduction of an accrued reserve for 
cost of services in turning on in the 
fall, and cutting off in the spring, gas 
furnaces sold by the taxpayer, which 
services he was obligated by his sale 
contracts to perform for a period of 
five years ; reversed, Schuessler v. Com- 
missioner, 56-1 ustc § 9368, 230 F. 2d 
722 (CA-S). 


(5) Henry Hilinski, CCH Dec. 
21,089(M), 14 TCM 659 (1955), deny- 
ing a manufacturer which had sold 
its inventories to a single purchaser 
the deduction of an accrued estimate 
of the costs of completing machining 
and assembling of a specified quan- 
tity of water pistols, which it had 
agreed to complete but had not yet 
done so at year-end ; reversed, Hilinski 
v. Commissioner, 56-2 ustc § 9981, 237 
F. 2d 703 (CA-6). 


(6) Bressner Radio, Inc., CCH Dec. 
22,377, 28 TC 378 (1957), denying the 
deduction of the estimated f 
servicing television sets sold by the 
taxpayer under contracts whereby it 
agreed to continue such service for 
periods running beyond the end of the 
taxable year; reversed, Bressner Radio, 
Inc. v. Commissioner, cited above. 


(7) Denise Coal Company, CCH Dec. 
22,714, 29 TC 528 (1957) (Issue 2, 
at pages 538-541 and 548-549), deny- 
ing as in the Harrold case, above, the 
deduction of an accrued reserve for 
“backfilling” and other restoration work 
to be performed in future years on 


cost of 





*In Beacon Publishing Company the tax- 
payer changed to, or first adopted, the ac- 
counting method of deferring subscriptions 
in the first taxable year involved. This par- 
ticular reversal of the Tax Court by the 
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strip-mined land; reversed, Denise Coal 
Company v. Commissioner, 59-2 ustc 
| 9769, 271 F. 2d 930 (CA-3) (Issue 
2, at pages 934-937). 


3efore considering further the effect 
of these seven reversals of the Tax 
Court, it should be noted that the 
Beacon Publishing Company case, above, 
was the first in which the Tax Court 
mentioned the “claim of right” rule 
as controlling. The two prior cases 
in the list were decided by the Tax 
Court on the ground that “estimated” 
liabilities had not been actually in- 
curred, this conclusion being appar- 
ently based on the theory that such 
liabilities had not been paid (which, 
of course, is not necessary for ac- 
crual) and were somewhat uncertain 
as to their exact aggregate total and 
as to the exact time when they would 
be discharged. However, since obvi- 
ously the prepaid newspaper subscrip- 
tions in Beacon Publishing Company 
were incurred liabilities, based on 
written contracts for specific periods 
beyond the taxable year, some other 
reasoning had to be found. The 
Commissioner dredged up the “claim 
of right” doctrine, persuaded the Tax 
Court to apply it to a situation for 
which it was not designed, as shown 
below, and from then on nearly all 
the Tax Court decisions relied on 
“claim of right.” 


Returning now to the seven courts 
of appeals cases, above, all of which 
reversed the Tax Court, it will be 
noted that each was decided by the 
court of appeals for a different circuit. 
Therefore, the courts of appeals for 
seven different circuits (Second Cir- 
cuit, Third Circuit, Fourth Circuit, 
Fifth Circuit, Sixth Circuit, Ninth 
Circuit and Tenth Circuit) have re- 
versed the Tax Court in this area. 


court of appeals has since received the bless- 
ing of Congress. See Sec. 455 of the Inter- 
nal Revenue Code of 1954, added by P. L. 
85-866, Sec. 28, and especially Sec. 455(e) 
thereof. 
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. controlling tax erosion is in 
the nature of a prerequisite to other 
reforms: until the base of the tax 
is restored, other adjustments must 
wait their turn.—Walter W. Heller, 
of the University of Minnesota. 


Only the United States Courts of Ap- 
peals for the First, Seventh and Eighth 
Circuits and for the District of Co- 
lumbia are missing from the list of 
direct reversals, But even these are 
not clearly in conflict, except for one 
“ancient” decision. We find no case 
in point decided by the United States 
Court of Appeals for the District of 
Columbia. The First Circuit does not 
seem to have directly passed upon the 
point, but it has expressed approval 
of the Harrold case by a dictum in 
Small v. U. S., 58-2 ustce J 9553, 255 
F. 2d 604 (CA-1), at page 609. The 
Seventh Circuit affirmed, in 1952, a Tax 
Court decision which had departed 
from the strict “claim of right” theory 
to the extent of allowing a taxpayer 
motor carrier to deduct, in lieu of 
large estimated amounts of rate re- 
funds accruing to the federal govern- 
ment, the smaller actual amounts of 
such refunds, as determined by the 
General Accounting Office subsequent 
to the taxable years at issue. (Bates 
Motor Transport Lines, Inc. v. Com- 
missioner, 52-2 ustc {| 9564, 200 F. 2d 
20 (CA-7), affirming CCH Dec. 18,454, 
17 TC 151 (1951).) 
sistent with the theory that amounts 
received in one tax year cannot be 
offset by any part of a reserve for 
liabilities which are not fixed in amount 
until a later year. 


This is incon- 


This leaves the Eighth Circuit as 
the only one in which the latest court 
of appeals decision may be considered 
as in conflict with the rulings on this 
point of all the courts of the seven 

* The substantially identical provisions of 


the Internal Revenue Code of 1954 will be 
discussed below. 
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circuits that have so flatly reversed 
the Tax Court. The latest holding in 
the “Eighth Circuit which we have 
found on this point is against the 
taxpayer. Capital Warehouse Company, 
Inc. v. Commissioner, 49-1 ustc J 9120, 
171 F. 2d 395 (CA-8, 1948) affirmed a 
Tax Court case denying a warehouse 
company the right to deduct an accrued 
reserve for the estimated cost of remov- 
ing in subsequent taxable years mer- 
chandise, stored in its warehouse, for 
which customers had prepaid all charges 
in advance and in the current years ; and 
here the Court of Appeals, rather than 
the Tax Court, referred to the “claim of 
right” doctrine. However, that deci- 
sion—rendered in 1948—is_ indeed 
“ancient” in this rapidly changing 
field. Since it was based largely on 
similar holdings in earlier years by 
the Second, Third and Fifth Circuits, 
which have now all switched around 
to the taxpayers’ side in later cases 
(see those in the above list) and since 
the courts in four additional circuits 
aré also now on the taxpayers’ side, 
it may well be that the Eighth Circuit 
will reconsider, and reverse its con- 
flicting stand in the next case which 
comes before it. Apparently, the Com- 
missioner hesitates to rely on the 
Capital Warehouse case as conflicting 
with the cases in the list, because he 
has not petitioned for certiorari to the 
Supreme Court in any of those cases 
on the ground of conflict between 
courts of appeals of different circuits. 


What are the merits of the position 
of the Commissioner and the Tax 
Court, maintained so staunchly against 
this avalanche of reversals? In all of 
the cases which have been discussed, the 
issue arose under the Internal Rev- 
enue Code of 1939,° which provided 
in Section 41: “The net income shall 


be computed . . . in accordance 





with the method of accounting regu- 
larly employed in keeping the books 
of such taxpayer; but if the 
method employed does not clearly 
reflect the income, the computation 
shall be made in accordance with such 
method as in the opinion of the Com- 
missioner does clearly reflect the in- 
come.” Section 42(a) of the 1939 
Code is keyed in with Section 41 in 
its provisions as to the timing of 
income. It specifies: “The amount of 
all items of gross income shall be 
included in the gross income for the 
taxable year in which received by the 
taxpayer, unless, under methods of 
accounting permitted under Section 41, 
any such amounts are to be properly 
accounted for as of a different period.” 
(Italics supplied.) Section 43 is sim- 
ilar as to the timing of deductions, 
making that “dependent upon the 
method of accounting upon the basis 
of which the net income is computed, 
unless in order to clearly reflect the 
income” the deductions are to “be 
taken as of a different period.” 


Nothing could be clearer than the 
intent of this statutory language to 
permit a departure from the cash 
basis of accounting if the taxpayer’s 
books of account are regularly kept 
in accordance with an accrual method. 
And nothing is more generally ac- 
cepted as correct accrual accounting 
practice than to defer prepaid income 
until the later year or years in which 
it becomes earned, or to deduct re- 
serves for actual liabilities which are 
incurred in the current year and for 
which payment is received in the cur- 
rent year but which are to be dis- 
charged in future years, even though 
it may be to make some 
estimate as to the exact amount or as 
to when they will be discharged. 
Certified public accountants who have 


necessary 


devoted major portions of their entire 
professional lives to the problem of 
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It is one of the facts of economic 
life today that a business 
enterprise must grow and expand 
in step with our expanding 
economy. Survival often 
depends on the ability of a small 
concern to match, at least 

on a relative basis, the tremendous 
strides of their larger 
competitors. To stand still 

is to invite disaster. 

—Senator John J. Sparkman. 


clearly reflecting income agree not 
only that such deferment of prepaid 
income and such reserves for undis- 
charged liabilities clearly do reflect 
income but that, in addition, they 
reflect income much more clearly and 
correctly than does the cash method 
of accounting. 


Nevertheless, in this line of reversed 
cases the Tax Court disregards 1939 
Code Sections 41, 42(a) and 43, and 
virtually eliminates them from the 
tax law by holding that no matter 
how clearly an accrual accounting 
method reflects the income of the tax- 
payer according to accepted account- 
ing practices, it will be rejected for 
tax purposes by reason of the Com- 
missioner’s and the Tax Court’s strange 
concept of the “claim of right’? doc- 
trine. The Tax Court virtually ad- 
mitted this in its opinion in the 
Schuessler case, listed above, in which 
it referred to its similar decision in 
Curtis R. Andrews, CCH Dec. 20,909, 
23 TC 1026 (not reversed because the 
taxpayer did not petition for review), 
in which prepaid income was involved 
and in which the Tax Court refused 
to follow the decision of the Tenth 
Circuit, which reversed the Tax Court 
in Beacon Publishing Company. It said 
in the Schuessler opinion: 


“We agree that the principle upon 
which the Andrews case was decided 
is not in harmony with generally ac- 
cepted commercial accounting practices; 
but, on the other hand, a contrary result, 
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such as the one reached in the Beacon 
Publishing Co. case, does not appear to 
us to conform to the firmly, established 
‘claim of right’ doctrine governing the 
receipt of income and its taxability 
in the year in which received. United 
States v. Lewis [51-1 ustc 19211], 
340 U. S. 590 (1951) ; North American 
Oil [Consolidated] v. Burnet [3 ustc 
{| 943], 286 U. S. 417 (1932).” (Italics 
supplied.) 


What is “claim of right’? The 
Supreme Court of the United States 
devised this theory to cover a case 
in which an item which was admittedly 
all net income was received in one year 
by a taxpayer who claimed the right 
to receive it, even though the right 
was contested by another party and 
the item might have to be repaid in 
a later year. The leading example is 
North American Oil Consolidated v. 
Burnet, cited above, in which the tax- 
payer was taxed on the net profit 
from oil land—all net income—in the 
year in which received, despite the 
fact that its title thereto was con- 
tested by litigation and the contest 
was not finally decided until a later 
year. Another example of the correct 
application of this rule is U. S. wv. 
Lewis, cited above, rehearing denied, 
341 U. S. 923 (1951), in which the 
taxpayer was held taxable upon bonus 
compensation—likewise all net income 
—in the year in which he received it 
under a “claim of right,” although in 
a later year he was forced by litiga- 
tion to repay it to the corporation 
which had paid it to him. This was 
recognized as a somewhat harsh rule, 
but the Supreme Court felt compelled 
to adopt it as a kind of necessary evil 
in view of the annual accounting period 
required for tax purposes.* 


In most of the reversed cases in the 
above list and especially from and 





*See the discussion in U. S. v. Lewis, 
above, and see also Section 1341 of the 
1954 Code, in which Congress has con- 
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after Beacon Publishing Company, the 
Tax Court has extended its concept 
of the “claim of right” principle, in 
response to the arguments of the 
Commissioner, far beyond the appli- 
cation of that rule by the Supreme 
Court. Instead of confining the theory 
to items that are admittedly all in- 
come, the Tax Court has used it to 
convert an item that is not income at 
all, or is only in small part income, 
into one which is wholly taxable net 
income. In other words, even though, 
concededly, the income which the tax- 
payer has received is offset by an 
actual liability and therefore some 
amount representing such _ liability 
must be subtracted from the tax- 
payer’s gross income before arriving 
at that amount which may be fairly 
taxed as net income, the Tax Court 
holds that since the taxpayer has re- 
ceived the item under a “claim of 
right,” it must all be considered net 
income in the year of receipt. Ap- 
parently, also, the taxpayer can only 
obtain an offsetting deduction in the 
later year in which the exact amount 
and timing of the liability are estab- 
lished by payment. 


This concept of the “claim of right” 
doctrine would seem to be equally 
applicable to a taxpayer who borrows 
$1,000 from his bank on his unsecured 
promissory note, payable the follow- 
ing year, without any restrictions on 
his use of the money. Such a taxpayer 
has a right to walk out of the bank 
with the $1,000 and to spend it as he 
wants. He clearly holds it under 
“claim of right.” Under the Tax 
Court’s concept of “claim of right,” it 
would seem that he must take the 
entire $1,000 into income for tax pur- 
poses in the year in which he receives 
it; he is not entitled to offset this 
gross receipt by the equal amount of 
his liability to the bank; he gets no 





siderably ameliorated the harshness of the 
theory. 
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deduction to offset his “income” un- 
til the later year in which he dis- 
charges the debt. 

At any rate this concept of “claim 
of right” makes accrual accounting a 
“one-way street” in favor of the 
government. Items of gross income 
can be and are accrued long in ad- 
vance of receipt of payments in cash, 
but subtractions or deductions from 
gross income cannot be recognized 
for tax purposes although they have 
equally accrued.® In other words, the 
accrual-method taxpayer is bound by 
that method in determining his gross 
income, but is treated as a cash-basis 
taxpayer for the purpose of getting 
subtractions or deductions. 


The Commissioner, however, is quite 
inconsistent in this treatment of the 
accrual-method taxpayer, for he has 
authorized deferment of prepaid in- 
come in a number of regulations and 
rulings—for example, Regulations 118, 
Sections 39.22(a)-17(b) (corporate 
bond premiums) ; 39.424 (long-term 
contracts, percentage-of-completion 
method or completed-contract meth- 
od); 39.42-5 (subtraction for trading 
stamps or coupons outstanding) ; I. T. 
3369, 1940-1 CB 46 (prepaid subscrip- 
tions to periodicals) ; I. T. 2080, III-2 
CB 48 (1924) (advance receipts from 
sales of tickets for tourist cruises). 


Although cases involving similar 
tax accounting problems, but arising 
under the Internal Revenue Code of 
1954, have not yet reached the stage 
of being decided by any court of 
appeals, the provisions of the 1954 
Code should not result in any 
favorable treatment of the accrual- 
method taxpayer than that accorded 


less 





° For example, in Mark E, Schlude, CCH 


Dec. 23,767, 32 TC —, No. 124 (1959), 
the Tax Court held at the same time that 
the taxpayers, who operated an Arthur 
Murray dance studio, had to take into in- 
come both notes and accounts receivable 
from their students, although not payable 
until the following year, but could not 
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by the courts of appeals under the 
1939 Code. Sections 446(a)-(c), 451 
(a) and 46l1(a) of the 1954 Code con- 
tain substantially the same wording 
as Sections 41, 42(a) and 43, respec- 
tively, of the 1939 Code, and thus 
would appear to require exactly the 
same results as those reached by the 
decisions of the courts of appeals un- 
der the earlier Code. 

Sections 452 and 462 of the 1954 
Code, as that Code was originally 
enacted, would have permitted any 
accrual-method taxpayer to defer pre- 
paid income, within limits, or to de- 
duct reserves for estimated liabilities, 
within limits, regardless of his prior 
accounting practice. These two sec- 
tions were retroactively repealed— 
because of the feared loss of revenue 
which would result—by Public Law 
74, Eighty-fourth Congress, with cer- 
tain “saving provisions” for taxpayers 
who had already made tax returns in 
reliance upon either section. How- 
ever, in connection with this repeal, 
the House Ways and Means Commit- 
tee and the Secretary of the Treasury 
agreed that the repeal left the law as 
it was before enactment of Sections 
452 and 462, and this meant that the 
law remained as expressed in Sections 
446(a)-(c), 451(a) and 461(a). (See 
the House Committee Report as to 
H. R. 4725, the repealing act, H. Rept. 
293, Eighty-fourth Congress, First Ses- 
sion, reproduced in 1955-2 CB 852, 
especially at page 855, second para- 
graph, which first states the commit- 
tee’s own view as to this effect of 
the repeal and then quotes a letter 
from the Secretary of the Treasury, 
who expresses the same opinion. See, 
also, the Senate Finance Committee 





deduct a reserve for the expense of furnish- 
ing in the later year the dance lessons to 
be purchased by such future payments. It 
is understood that the Schlude case is now 
before the United States Court of Appeals 
for the Second Circuit on the taxpayer’s 
petition for review. 
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Great political leadership is not a 
matter merely of techniques and 
means. Nor is it a matter merely of 
mouthing pious aspirations. Political 
leadership must be judged by the ends 
and purposes to which the led 

are advanced, by both the ends and 
purposes it offers and by the extent 

to which men are brought to fulfill 

those ends.—Senator Barry Goldwater. 


report as to the same repealing act 
S. Rept. 372, Eighty-fourth Congress, 
First Session, reproduced in 1955-2 
CB 858, and especially at page 861, 
where the Senate committee observes 
that the repeal of Sections 452 and 
462 does not solve the problem and 
where the courts of appeals decisions 
in the Beacon Publishing Company and 
Pacific Grape Products Company cases, 
both listed above, are cited as ex- 
amples of decisions construing the 
prior law.) 


It is interesting, also, to speculate 
on what will happen to the Commis- 
sioner’s “one-way street” application 
of the “claim of right’ doctrine (in the 
case of any accrual-method taxpayer), 
and its approval by the Tax Court, in 
light of Section 1341 of the 1954 Code, 
“Computation of Tax Where Tax- 
payer Restores Substantial Amounts 
Held Under Claim of Right.” This 
section is intended to give relief in 
case the taxpayer had “an item... 
included in gross income for a prior 
taxable year (or years) because it 
appeared that the taxpayer had an 
unrestricted right to such item” and 
where, for the current taxable year, “‘a 
deduction [of more than $3,000] is 
allowable . . . because it was estab- 
lished after the close of such prior 
taxable year (or years) that the tax- 
payer did not have an unrestricted 
right to such item or to a portion of 
such item.” Subject to various ex- 
ceptions and detailed conditions, which 
may limit the scope of Section 1341, 
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the relief provided by this section ap- 
pears to consist of a credit against the 
tax for the current “taxable year” 
equal to the full tax paid on the re- 
ceipt of the item in the prior year (or 
years) ; in case that full amount of tax 
exceeds the tax for the current tax- 
able year, the relief includes a refund 
of the excess, as if it were an over- 
payment made on the last day pre- 
scribed by law for payment of tax for 
the current taxable year. 


The net effect of Section 1341, in 
cases to which it is applicable, would 
thus seem to be a reversal of the re- 
sults—at least as far as the principal 
amounts of taxes are concerned— 
which would otherwise be accom- 
plished by the application of the “claim 
of right” doctrine to the accrual- 
method taxpayer, even assuming that 
the Commissioner and the Tax Court 
are correct in this application. All 
that would remain for the Commis- 
sioner to gain in such cases, if he 
could establish the validity of his 
application of the “claim of right” 
rule, would seem to be the temporary 
use of the tax money involved for the 
period between the due dates for 
taxes of the “prior taxable year (or 
years)” and the last due date “pre- 
scribed by law for the payment of tax 
for the taxable year,” which is the 
effective date of the credit and the 
refund authorized by Section 1341. 


One question remains to be con- 
sidered: Has the Supreme Court ac- 
cepted this Tax Court application of 
“claim of right” to accrual accounting 
in the only recent case on the point 
which has reached the Supreme Court, 
namely, Automobile Club of Michigan 
v. Commissioner, 57-1 ustc J 9593, 353 
U. S. 180? The Commissioner evi- 
dently argues that the Supreme Court 
has done so, and some Tax Court 
opinions might give the impression 
that such is the case, as, for example, 
the following discussion of Avuto- 
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mobile Club of Michigan in the Tax 
Court opinion in Bressner Radio, Inc., 
cited above, at pages 382-383: 


“The final issue in the Supreme 
Court case concerned the treatment 
of membership dues that were paid in 
advance for 1 year. . The Com- 
missioner determined that the peti- 
tioner there had received the prepaid 
dues under a claim of right, without 
restriction as to their disposition, and 
that therefore the entire amount re- 
ceived in each year should be reported 
as income under the claim of right 
doctrine of North American Oil [Con- 
solidated| v. Burnet {cited above]. This 
determination was sustained by us 
and by the Sixth Circuit® and, in 
affiriming the latter, the Supreme Court 
said (pp. 189, 190) : 


“*The petitioner does not deny that 
it has the unrestricted use of the dues 
income in the year of receipt, but 
contends that its accrual method of 
accounting clearly reflects its income, 
and that the Commissioner is there- 
fore bound to accept its method of 
reporting membership dues. We do 
not agree.’ ” 

See also the majority Tax Court 
opinion, and compare the concurring 
and dissenting opinions in Automobile 
Club of New York, Inc., CCH Dec. 
23,689, 32 TC 906 (1959), now on 
review, on the taxpayer’s petition, be- 
fore the United States Court of Ap- 
peals for the Second Circuit. 


However, the fact is that the Su- 
preme Court found it unnecessary to 
decide the issue as to the validity of 
the Tax Court’s extension of the 
“claim of right” doctrine to accrual 
accounting in the Automobile Club of 
Michigan case. This was clearly pointed 
out both by the dissenting opinion in 
that Supreme Court case and by the 





* The affirmance of the Automobile Club of 
Michigan case by the Sixth Circuit was re- 
ported at 56-1 ustc 9296, 230 F. 2d 585, 
and dated in February, 1956, about eight 
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opinion of the Second Circuit in the 
Bressner Radio case. 


Examination of the Supreme Court’s 
majority opinion in Automobile Club 
of Michigan shows that it cannot be 
considered as a denial of the right to 
accrue and deduct a reasonably deter- 
mined amount representing the lia- 
bility of the taxpayer undischarged at 
the end of the taxable year. The ma- 
jority opinion in the Automobile Club 
case decided against the taxpayer on 
the ground that it had not fairly esti- 
mated the amount and timing of its 
liabilities resulting from receipt of 
prepaid membership dues. The ma- 
jority opinion said: 


“The pro rata allocation of the 
membership dues in monthly amounts is 
purely artificial and bears no relation 
to the services which the petitioner 
may in fact be called upon to render 
for the member.” 


A footnote reference following this 
sentence is explained in footnote 20 
of the opinion, which states that the 
Beacon Publishing case in the Tenth 
Circuit and the Schuessler case in the 
Fifth Circuit, both cited above, “are 
distinguishable on their facts”; after 
brief descriptions of the deferments 
of net income allowed in those cases, 
the footnote adds: 


“We express no opinion upon the 
correctness of the decisions in Beacon 
or Schuessler.” 


This Supreme Court majority opinion 
was joined in by five of the nine 
Justices. Mr. Justice Wittaker took 
no part in the case, and Justices Bur- 
ton and Clark joined in that portion 
of the dissenting opinion by Mr. 
Justice Harlan which disagreed with 
the majority on the ground that the 
majority should have rejected, rather 
months before that circuit switched over 


to the side of the taxpayer in October, 
1956, in the Hilinski case, cited above. 
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A tax exemption is first cousin to a 
subsidy and even more suspect 
because it is less conspicuous and 
aboveboard. So long as the tax law 
is filled with loopholes, there will 

be an increasing tendency for many 
individuals to find that they are not 
paying their full tax. What we need 
is a tax law with the minimum of 
loopholes and a high degree of 
compliance. The dollar is the best 
measure of one's taxpaying ability. 
—Paul J. Strayer, in a paper before 
the Committee on Ways and Means. 


than bypassed, the Commissioner's 
“claim of right” argument. Thus, it 
cannot fairly be argued that any one 
of the nine Justices of the Supreme 
Court has supported the Commissioner 
or the Tax Court in their use of the 
“claim of right” doctrine as the reason 
for failing to apply the principles of 
accrual accounting. Only three Justices 
have spoken and they have indicated 
their disapproval of this use of “claim 
of right.” 


In addition, when the Second Cir- 
cuit reviewed and reversed the Tax 
Court in the Bressner Radio, Inc. case, 
it was considering the very Tax Court 
opinion which apparently had made 
the argument that the Automobile 
Club of Michigan case was determina- 
tive in favor of the Commissioner. 
3ut the court of appeals completely 
rejected this idea of the Tax Court 
and stated that the opinion of the 
majority of the Supreme Court in the 
Automobile Club of Michigan case “‘as- 
sumed that a realistic deferral would 
have been permissible and found only 
that no realistic deferral was made.” 
(267 F. 2d 526.) In addition, the 
court of appeals in Bressner Radio, 
Inc. went on to point out three factual 
grounds on the basis of which the 
Automobile Club of Michigan case was 
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completely distinguishable. These were 
as follows: (1) that the club had a 
liability to expend only an undefined 
part of the membership dues in serv- 
ices for the members; (2) that even 
the furnishing of these services could 
have been restricted or discontinued 
in the club’s discretion; and (3) that 
the club’s prorata monthly allocation 
of the prepaid membership dues may 
have been “artificial” in a northern 
state, such as Michigan, where the 
emergency automobile services re- 
quired in the winter might be far in 
excess of those required in other 
months (267 F. 2d 528-529). 


Since it thus appears that a ma- 
jority of five of the nine Justices of 
the Supreme Court has deliberately 
refrained from passing on the point 
in the only modern tax case to come 
before the Court, one naturally wonders 
whether the Commissioner and the 
Tax Court will keep up their fight 
until the courts of appeals of all 11 
circuits have reversed the Tax Court. 
This would, indeed, require a grand 
slam -by taxpayers before they could 
be suce of victory. One would think 
that the Commissioner would add up 
the present score. Instead of count- 
ing up and admitting this adverse 
score, the Commissioner in TIR-205,’ 
dated January 19, 1960 (which, sub- 
stantially, is also to be issued as an 
early revenue ruling), announces sim- 
ply that he will not follow Bressner 
Radio, Inc. v. Commissioner, cited 
above, and implies that this is justified 
by the Supreme Court decision in 
Automobile Club of Michigan. He fails 
to add that this must mean that for 
the same reason he likewise will not 
follow any of the decisions in the 
other six circuits which have reversed 
the Tax Court on this question. 


The Tax Court has also specifically 
declined to follow the Second Circuit 








in its reversal of Bressner Radio, Inc., 
in a later case, which obviously would 
be, and subsequently has been, taken 
for review to that same court of 
appeals, namely, Automobile Club of 
New York, Inc., cited above. How- 
ever, in that opinion the Tax Court 
did not add that it likewise declines 
to follow the similar reversals by the 
Third, Fourth, Fifth, Sixth, Ninth 
and Tenth Circuits. 


If the Commissioner should tally 
and acknowledge the true score of the 
circuits, he would have to admit that 
the 1957 statement by his then Chief 
Counsel to the House Subcommittee 
on Appropriations as to quicker 
obedience to the courts of appeals is 
not being followed, but that, on the 
contrary, instead of quitting after ad- 
verse decisions in four circuits, he is 
still obdurate after having lost in 
seven circuits. 

If the Tax Court should be informed 
as to the actual number of circuits 
in which it has been reversed on this 
point, it would be faced with the 
problem of determining how far to 
carry its policy of disregarding ad- 
verse decisions of courts of appeals. 


However tenable such a policy may 


Tax Court’s “na- 
tional jurisdiction,’ when reversals 


be, in view of the 


t 
have occurred in only dne, two or per- 
haps three circuits, an entirely differ- 
ent question is presented when the 
issue involved is one on which the 
courts of appeals for seven circuits 
have reversed the Tax Court; two 
more have approved of these reversals 
by dicta; and one circuit has no case 
in point, even though one circuit has 
an outmoded case in conflict. If the 
Tax Court intentionally continues its 
policy of disregarding reversals with 
knowledge of this overwhelming 
weight of appellate judicial opinion 
to the contrary, it may invite legis- 
lation by Congress to prevent impos- 
ing on every taxpayer in every one of 
the vast majority of circuits all the 
time, trouble and expense of a review 
proceeding in which the outcome 
would be a foregone conclusion: an- 
other reversal of the Tax Court by 
the United States Court of Appeals. 
If such legislation is inspired by such 
a disregard for so many appellate de- 
cisions on the part of the Tax Court, 
it is apt to go so far as to require the 
Tax Court to abandon its policy. Such 
legislation is likely to require the Tax 
Court to follow a prior court of ap- 
peals decision in any case which the 
losing party may take for review to 
the court of appeals for the same 
[The End] 


circuit. 


TO COME BEFORE THE TAX COURT 


Section 1301(a)(1) and (b) affords relief to taxpayers who 
receive gross compensation from employment covering a period 


of 36 calendar months or more. 


An attorney has filed an 


interesting petition before the Tax Court involving an interpreta- 


tion of this section. 


The controversy involves the question of what is “not 
less than 80 per cent of the total compensation from such 
employment.” The attorney compromised his long-term com- 


pensation claim. 


The issue narrows down to the principal 


question of whether the 80 per cent test should be applied to 
the amount originally due rather than to the total reduced 
amount paid as the result of the compromised settlement.— 


Docket 84,004. 
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Changes in Accounting Methods 


By RICHARD B. KNIGHT 


Businesses start small. Their accounting systems at first are simple, 
then grow more complex or more sophisticated. 

This article contends that the Commissioner should have the right 
to force a change in methods before the situation gets out of hand, 
and points out that Section 481 may not be the entire answer. 


OR an unconscionably long time after passage of the 1954 Internal 

Revenue Code nothing was done by the Internal Revenue Service 
to clarify Section 481, relating to changes in accounting methods. It 
has been comforting to a practitioner to see many of the uncertainties 
recently dissipated. During all the years since early 1955, a lot of us 
had jumped any time the word “internal revenue agent” was mentioned, 
fearful that the Internal Revenue Service was ready to examine the 
client who had changed accounting methods. We were secretly hoping 
that, at long last, the suspense was over. When the Technical Amend- 
ments Act of 1958 was proposed, many of us wrote to our Congress- 
men, and advised clients and all their relatives to write theirs, to stop 
or soften what appeared to be confiscatory retroactive legislation. A 
complete experience from the original change in accounting methods 
in 1955 to the final assessment based on a revenue agent’s findings in 
1959 shows that Congress and the Service have tried to treat with 
consideration taxpayers involved in the wrong method of accounting. 


Recent events have reduced the perplexities considerably. The 
Technical Amendments Act of 1958 firmed up many taxpayers’ posi- 
tions abruptly. Final regulations under Section 481 of the 1954 Internal 
Revenue Code have been issued. Terminal dates for some of the 
possible elections have now passed. For the first time since the enact- 
ment of the 1954 Code, taxpayers can definitely determine what course 
to follow in relation to past or present accounting changes. 

Although the taxpayer can now see his position more clearly than 
in the past, it is far from certain that he likes what he sees. The 
subject is far from being treated in a manner that metes out justice 
to everyone concerned. Many hopeful tax savings arrangements have 
collapsed. The new act and the regulations appear to have left a few 
loopholes through which certain taxpayers may escape some taxation. 

While there is probably no fair way in which all taxpayers can 
be treated completely alike, there is still almost as wide a gulf as ever 
between a change initiated by the taxpayer and a change initiated by 
the Commissioner of Internal Revenue. Perhaps progress is being 
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made, since it appears that this gulf 
will narrow over future years, and 
may disappear on December 31, 1963. 
Zusinesses that have started since en- 
actment of the 1954 Code are now to 
be treated uniformly, no matter who 
initiates the change in method. Con- 
sequently, many cash-basis businesses 
are frozen in their present form. They 
may risk much if they attempt to change 
from one legal form of business to 
another. The new form would be treated 
as an entirely new business for pur- 
poses of Section 481 and would allow a 
forced change by the Commissioner, 
who would assess a tax over a short 
period based on adjustments relating 
to the change. 


A change from the cash method to 
the accrual method, or vice versa, 1s 
the most usual and important of the 
changes covered by the amendments 
to Section 481 of the Internal Rev- 
enue Code by the Technical Amend- 
ments Act of 1958 and the regulations 
relating to these laws. There are many 
other types of accounting changes 
which are also covered and to which 
the new regulations apply equally. 
The only type of change not covered 
is a change from the accrual method 
of accounting to the installment method. 


However, Section 481 does apply to 


a change from the installment method 
to any other method. 

Changes from FIFO inventory to 
LIFO inventory, changes by contrac- 
tors from completed contract to per- 
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centage of completion for reporting 
contract income, and changes from 
direct method to the reserve method 
for reporting bad debts are all examples 
of the types of shift in accounting 
methods covered by these regulations. 
The examples that follow will relate 
to changing from cash receipts and 
disbursements to accrual, but the dis- 
cussion is germane to other types of 
changes in accounting methods. 
Taxpayers with problems in account- 
ing methods can be grouped into five 
classifications, depending on the situa- 
tions in which they find themselves 
at the moment, assuming all of them 
are involved in more than $3,000 worth 
of adjustments: (1) those who are 
obviously on an improper basis and 
who keep their records on one basis, 
such as the accrual basis, but report 
for tax purposes on another basis, 
such as the cash basis; (2) those 
who have asked for permission to 
change methods of accounting but 
who have not been granted permis- 
sion by the Commissioner of Internal 
Revenue; (3) those who changed 
methods of accounting without per- 
mission during the single year pre- 
sumably allowed them under Section 
481(b)(6) of the 1954 Code as orig- 
inally passed; (4) those who changed 
methods without permission after the 
above 1954 dates, but before Septem- 
ber 2, 1958, the date of enactment of 
the Technical Amendments Act of 
1958; (5) certain estates which are 
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covered by a special rule under Sec- 
tion 481(b)(5) as amended by the 
1958 act. 


Type 1—Wrong-Basis Taxpayers 


These taxpayers who still present 
two accounting faces and who were 
in business before 1954 will probably 
wait until doomsday, hoping against 
hope that an eager agent will examine 
them and force them to change from 
an improper method of reporting to a 
proper one. In years when the accrual 
basis would yield more revenue than 
the cash basis, such a move might be 
tempting to the agent, who usually 
likes to show some additional revenue 
from his examination. It is obvious 
that, in all: but extreme the 
Commissioner is not going to do any 
forcing. If he does, there is a fund of 
untaxed income that he cannot touch, 
that is, the total amount of receivables 
and inventory less accounts payable 
and accruals on the books at the open- 
ing date of the year that started in 1954. 


cases, 


Included in Type 1 are taxpayers 
who once changed their method, but 
who have recently changed back to 
the old method under the election 
allowed by the Technical Amendments 
Act of 1958.! 

Any taxpayer still on the wrong 
method is in a quandary. It is likely, 
over a long period of time, that the 
accrual method will result in more 
uniform reporting of income, avoiding 
some of the peaks and valleys which 
are likely to result from reporting on 
the cash basis. For most corporate 
taxpayers, this leveling result may not 
be so important, but for an individual, 
partnership or corporation whose stock- 
holders elect to be taxed as individ- 
uals, it is vital. The graduated rates 
and the loss of exemptions and de- 
ductions resulting from net operating 
loss carry-backs and carry-forwards 


make the leveling out of income an 
important consideraton for taxpayers 
not taxed as corporations. This wrong- 
basis taxpayer does not know whether 
or not the Commissioner may examine 
in some later year when the rates are 
higher and may tax a large proportion 
of the special amount of income relat- 
ing to the forced change in method. 
If he takes the bull by the horns and 
decides to apply for permission to 
change currently, he knows he will 
be taxed on practically all of the 
special income resulting from the 
change. (The Commissioner describes 
this special income as “adjustments 
which are determined to be necessary 
solely by reason of such change in 
order to prevent amounts from being 
duplicated or omitted.’’) 

There are some writers who feel 
that these adjustments relate to spe- 
cific items such as the exact receivable 
from a specific customer on the date 
of the change. Most of these specific 
amounts would have been collected 
or paid within the first year following 
the change. It is obvious that the 
Commissioner considers the taxable 
amount a permanent fund of untaxed 
income. It is likely that the courts 
will back him up. 

Let us see how a Type 1 taxpayer 
would fare in a business situation, 
using the same figures as in one of 
the examples in the new regulations. 
Corporation X has been filing its in- 
come tax returns on the cash receipts 
and disbursements method and keep- 
ing its books on the accrual method 
for the calendar year. It requests, 
and is granted, the permission of the 
Commissioner to change to the accrual 
method effective with the year begin- 
ning January 1, 1960. As of January 
1, 1954, the taxpayer had an opening 
inventory of $20,000, accounts receiv- 
able of $22,000, and accounts payable 





* Sec. 29(c) of Technical Amendments Act 
of 1958, not an amendment to the Code. 
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(Reg. Sec. 1.481-6). 


March 2, 1959, 


This election expired 
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(including accruals) of $14,000. As of 
January 1, 1960, its books reflect an 
opening inventory of $34,000, accounts 
receivable of $32,000 and. accounts 
payable of $19,000. The corporation 
has no other items which require 
adjustment. The net adjustment for 
1954 is $28,000 and the net adjust- 
ment for 1960 is $47,000. The $28,000 
can be treated considerably differently 
from the remaining $19,000. Since the 
taxpayer is on a calendar year he 
needs to take into account during the 
next ten years, starting in 1960 and 
ending in 1969, $2,800 in each year, 
for a total of $28,000. 


The taxpayer can pay the tax on 
the entire $47,000 in 1960 and must 
pay it on the remaining post-1954 
$19,000 by dividing it into segments 
which, however, are not so small as 
that portion attributable to the pre- 
1954 Code period. He can, however, 
spread this $19,000 over three years 
with an equal amount in each year 
and pay at the time of the change no 


more tax than he would have paid if 


Cash 
$ 5,000 
12,000 
4,000 
9,000 
8,000 


1955 
1956 
1957 
1958 
1959 


$38,000 $57,000 


Total 


Complications can be brought into 
the picture by operating loss carry- 
backs and carry-forwards. Handling 
of these is adequately explained in the 
new regulations. 

It must be emphasized that the 
additional tax attributable to the 
$19,000 of post-1954 special income 
must be paid all in one year. But 
the amount of the tax is adjusted by 
being not more than the additional 
tax that would have had to be paid 
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Accrual 
$12,000 
7,000 
11,000 
20,000 
7,000 
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that equal amount were included in 
each of those years’ income. A second 
alternative allows the taxpayer to add 
to his tax in the year of change the 
net tax difference between cash and 
accrual methods for each year, as 
though he had made the change in 
1954. He must establish what his 
income would have been on the ac- 
crual basis, had he been on that basis 
since the enactment of the 1954 Code. 
Obviously, our taxpayer can recon- 
struct such income, since he has kept 
his books on that basis all along. Others 
whose books and returns were both 
on the cash basis (but shouldn’t have 
been) will have some difficulty in re- 
constructing the accrual basis. There 
are examples in the regulations show- 
ing how the taxpayers who can re- 
construct the new basis for only part 
of the period are treated. The 
total of the differences between the 
two methods during the 1955-1960 
period will equal the $19,000 difference 
above. The table below shows how 
this might have occurred for the fol- 
lowing annual taxable amounts: 


Difference 
$ 7,000 Taxable 
(5,000) Basis for Refund 
7,000 
11,000 Taxable 
(1,000) Basis for Refund 


Taxable 


$19,000 Taxable 


had the changes been spread over the 
years in question. 

Under the second alternative, the 
longer the taxpayer waits, the greater 
the number of years over which he 
may spread out the difference between 
the two methods. Of course, the dif- 
ference may also grow greater over 
the years. The availability of this 
alternative is a reason for the ordinary 
taxpayer to delay in applying for 
permission to change, since the rates 
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for the years in question have been 
frozen in. If, as most of us hope, 
rates will be lowered in future years, 
he may be willing to wait and see if 
he can make the change on a less 
costly basis, using the three-year spread 
in some future year while still being 
able to fall back on the rates already 
established for the years since 1954 
under the second alternative. 


Type 2—Permission Askers 


There were some virtuous and con- 
servative taxpayers who, as soon as 
they heard of the possible benefits 
under Section 481 of the original 1954 
Code, applied for permission to change 
their accounting methods, thinking— 
perhaps reasonably—that there was 
no possibility of changing accounting 
methods without the express permis- 
sion of the Commissioner. The Com- 
missioner himself has been sitting on 
his hands all these years snickering 
at these taxpayers and doing abso- 
lutely nothing about their requests. 
Now that the atmosphere is cleared 
by the issuance of the new regulations, 
there is no reason to doubt that the 
Commissioner will eventually grant 
permission in cases where there are 
sizable inventories. A taxpayer can 
now at least get onto the basis he 
wishes and he can save himself the 
onerous task of recomputing, each 
year in the future, his income on the 
cash that he can file his 
income tax return. He can also spread 
a large part of the additional income 
over a ten-vear period. 


basis so 


It is good to know that, after six 
years, there is a fair chance that a 
taxpayer will finally be granted per- 
mission to make a move that just 


makes good accounting sense. His 
early application to change gives him 
no advantage. Regulations do state 
(Section 1.481-(5)) that special deals 
can be made in which the Commis- 
sioner may ease the burden in peculiar 
cases, but these regulations state that 
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permission will be granted only if the 
taxpayer and the Commissioner agree 
to the terms and conditions under 
which the allocations are to be made. 
Special agreements made during the 
period between 1954 and 1958 will be 
allowed to stand. There was appar- 
ently some real horse-trading going 
on between taxpayers and the Com- 
missioner during this period because 
the Commissioner did not wish to 
have any precedents established in 
the courts and because the taxpayer 
was fully aware, especially near the 
end of the period, that retroactive 
legislation was being entreated of 
Congress by the Commissioner. 


Type 2 taxpayers, after getting per- 
mission, make the adjustments de- 
scribed under Type 1. 


The special ten-year-spread feature 
for pre-1954 income expires with tax- 
able years beginning after 1963. Will 
the Commissioner continue to delay 
permission until then? Anyone seek- 
ing to change might well apply quickly, 
before the nearness of 1963 could make 
the Commissioner reluctant to allow 
a ten-year spread of pre-1954 adjust- 
ments. 

There is no direct appeal to the 
courts if permission is refused. The 
law gives the Secretary of the Treas- 
ury or his delegate the sole right to 
allow changes in method. 

However, a taxpayer who is refused 
permission to change methods or who 
will not agree to the adjustments re- 
quired by the Commissioner does have 
a devious method of appeal. He files 
a return on the new basis, clearly 
indicating that he has changed methods 
and awaits an examination and assess- 
ment by the Commissioner. He can 
appeal to the Tax Court to set aside 
these assessments. It looks as though 
the Commissioner will be required 
to allow the pre-1954 ten-year spread 
of adjustments in such case at any 
time up to 1963. There do not appear 
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to be any cases of taxpayers who have 
reached the courts yet under the 1954 
Code. Taxpayers have been allowed 
to change methods under the 1939 Code 
despite the Commissioner’s wishes.* 


Type 3— 
Special-Period Taxpayers 

The taxpayer who changed at the 
first opportunity after the enactment 
of the original 1954 Code, without 
permission, is in the enviable position 
of having made his excruciating deci 
now with the 
consequences. He had hoped to escape 


sion. He is “stuck” 
the entire tax liability related to the 
change and he is righteously disturbed 
by the retroactive legislation included 
in the Technical Amendments Act of 
1958. It doesn’t look as though he 
can do much but sputter about this 
retroactivity, because it is well estab- 
lished that Congress has the right to 
pass legislation which taxes retro- 
actively,® as for the 
repeal of Sections 452 and 462 re- 
lating to prepaid income and estt- 
mated 


Instance receny 


expenses. 


The special-period taxpayers changed 
methods on January 1, 1954, or at the 
beginning of a fiscal year which started 
in the calendar year 1954. A few 
short-period fiscal-year taxpayers would 
have changed in the period which 
began December 31, 1953, and ended 
after August 16, 1954. Those 
changed at this time were relying on 
a section which stated that no adjust- 
ments were required which were at- 
tributable to the years before application 
of the 1954 Code. Certain court cases 
were purported to allow these tax- 
payers to change from an improper 
method to a proper method in spite 
of 1954 Code Section 446, which states 
that all changes require permission. 


who 


All of this taxpayer’s decisions didn’t 
come in 1954 and 1955. Many came 
during the period following the Tech- 
nical Amendments Act of 1958. After 
his initial change, he next had to 
decide whether or not he would have 
the changes affect his taxable income 
in the years following the date of the 
change or in the years beginning after 
December 31, 1957. Under the second 
alternative, which required formal elec- 
tion, a November 30 taxpayer would 
thus not have to report his income 
resulting from the change until the 
year ending November 30, 1959. 


If he was within the majority, this 
taxpayer passed up both this golden 
choice and the opportunity to revert 
to his former cash basis. It is too late 
now for any taxpayer to adopt either 
of these elections. 

This same taxpayer was still faced 
with a very onerous determination as 
to his filing amended returns for the 
years 1955, 1956 and 1957, which were 
still open at the time of the passage 
of the Technical Amendments Act. 
He probably had received some tongue- 
in-cheek advice from his CPA or at- 
torney that it would probably be a 
good idea to file such amended returns. 
On the other hand, he had some right 
to feel that he had originally filed tax 
returns for those years in good faith 
and in accordance with the law as it 
then stood. He would be making a 
pretty special gift to Uncle Sam if 
he went back and amended his returns 
because of some retroactive legislation 
which he did not enthusiastically favor. 
Unquestionably, he could not dispute 
the right of the Commissioner to come 
in and assess for those years. He 
might even have thought that leaving 
such a plum would allow the agent to 
neglect some other matters. Since the 
Commissioner would not be on notice, 








? Lewis H. Ross, CCH Dec. 15,614(M); 
William Hardy, Inc. v. Commissioner, 36-1 
ustc § 9115, 82 F. 2d 249 (CA-2). 
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until the taxpayer had filed his 1958 
return, that he had made the change, 
it was quite likely that he would 
escape taxation for the year 1955, 
since that became outlawed on the 
same day he filed his 1958 return, 
assuming both to be timely filed. He 
could hope that the understaffed 
Commissioner would not get around 
to examining his returns until 1956 
and 1957 became outlawed. Experi- 
ence of a few taxpayers has shown 
that, up to now, there is no automatic 
examination of 1958 returns which dis- 
closes previous changes. 

The Type 3 taxpayer’s final decision 
was as to whether or not he would 
comply with the Technical Amend- 
ments Act of 1958 and include the 
10 per cent of the special income in 
the first return he filed following 
passage of the act. While he might 
have balked at including this 10 per 
cent, there is no honorable alternative, 
since the law specifically states that 
it belongs. Most of us do not attempt 
to flout even an unpopular law. Most 
practitioners, | am sure, would not 
have prepared a return that did not 
include the 10 per cent, provided that 
they were aware of the change and 
of this rather obscure section of a 
technical bill that affected relatively 
few of their clients. 

In the usual case, where no election 
was made, the taxpayer who changed 
at the first opportunity after the pas- 
sage of the 1954 Code received at least 
a 10 per cent discount. Taxpayers 
reporting on a calendar year and those 
with an early fiscal year (timely filed 
returns for corporations, May 31 or 
earlier; others, April 30 or earlier) 
were assured of a saving of 10 per 
cent of the tax applicable to the change. 
Using similar figures, as previously, 
let us assume that a calendar-year 
individual taxpayer changed as of 
January 1, 1954, and that his fund of 
untaxed income at that time was 
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$28,000. He had decided not to file 
amended returns for open years. On 
his 1958 return, the first return after 
the Technical Amendments Act, he 
included as other income, $2,800, to- 
gether with a schedule showing how 
he arrived at that figure, information 
as to accounts affected by the change, 
when he changed and other significant 
information. 

He was examined during the year 
1959, after filing his 1958 return. He 
then paid a tax on an additional $2,800 
for 1956 and 1957, but escaped tax on 
the $2,800 for 1955 because, at the 
time of the examination, that year was 
closed, and he escaped taxation for 
1954 because that year was closed at 
the time of the passage of the Tech- 
nical Amendments Act of 1958. Un- 
less he dies or gives up his business, 
he will pay additional tax on $2,800 
in each year in the future, from 1959 
to 1963. By 1963 he will have been 
taxed on only $22,400 of the $28,000 
adjustment. If his neighbor, who also 
changed when he did, is not examined 
before April 15, 1960, the neighbor 
will be taxed on only six tenths of 
the adjustment. 

The taxpayer who elected to wait 
and start the spread after 1958 still 
can get the benefit of a 10 per cent 
discount if he filed a timely return 
during 1955 for the calendar year 1954 
or for fiscal years early in the year. 
Why is the same benefit not given to 
late fiscal-year taxpayers? (That’s the 
way the cookie crumbles.) The tax- 
payer with a late fiscal year is treated 
in the same way as a fiscal-year tax- 
payer who did not take this election 
for delay and had the misfortune to 
be examined before he filed his tax 
return for a late 1958 fiscal year. The 
taxpayers who made this election are 
not going to benefit from the Com- 
missioner’s not examining them. They 
will never escape more than one tenth 
of the tax due to the adjustment. 
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All taxpayers eligible for the ten- 
year spread should also be aware that 
the spreading privilege may suddenly 
collapse so that the balance of the 
tenths will all be due in one year. For 
a corporation, this occurs in the year 
in which a corporation ceases to en- 
gage in a trade or business, unless it 
involves some transfer of assets to a 
successor corporation as under Sec- 
tion 381(c)(21) of the Code and the 
regulations thereunder relating to 
transfers to successor corporations. A 
similar limitation exists for individual 
taxpayers who cease to engage in the 
same trade or business. For other tax- 
payers, such as partnerships and trusts, 
it looks as though a special motive 
now exists to keep the business entity 
alive solely for the purpose of apply- 
ing this ten-year spread. Unfortun- 
ately, if a partner dies, the remaining 
tenths are lumped into the final year, 
but it does not appear to be necessary 
for the partnership to remain in the 
same trade or business or in any busi- 
ness to be eligible for the full ten- 
year spread. <A taxpayer who has 
been engaged in business in one of 
these forms may be able to transfer 
most of the assets and liabilities of the 
business to a corporation and still be 
eligible for this favorable spread 
treatment if he still keeps the prior 
form nominally alive. It is important 
that these taxpayers, at least, do not 
have to be frozen in exactly the same 
business form for a considerable num- 
ber of years in order to prevent their 
being saddled with a large lump of 
specially taxable income. 


Type 4—Taxpayers Who Changed 
in Period Between Two Acts 

The taxpayer who changed in be- 
tween the 1954 Code and the 1958 
Technical Amendments Act is in a 
position very similar to that of the one 
who changed during the special year 
mentioned in the original 1954 Code. 
He probably finds it to his advantage 
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to go through the complicated procedure 
of separating the pre-1954 income 
from the income since, and apply the 
same alternatives mentioned under 
Type 1. He needs no permission to 
make the change permanent. He is in 
just as reasonably good a position as 
those who made the change in the 
special year. He can get the 10 per 
cent break or more if examination is 
delayed, but the later he changed 
during this period the less chance he 
has of having even the first year of 
the change escape tax. 

What about the taxpayer who 
changed methods, but who was not on 
the wrong method of accounting? 
Perhaps he had no inventories and 
very few accounts payable or accruals. 
A good example of such a business 
is a law or accounting firm, in which 
only large receivables cause the siza- 
ble difference between the two methods. 
There is no record of the Commis- 
sioner’s ever forcing a firm of lawyers 
or accountants to change to the accrual 
method, even back in the days when 
he thought he could do so and still 
collect his full pound of flesh. It seems 
that if one of these taxpayers changed 
during this 1954-1958 period, he has 
the right to stay on it and he may 
escape the tax on some of the tenths 
resulting from the change. He is 
probably better off than he would 
have been had the Technical Amend- 
ments Act of 1958 not been passed, 
because talks with revenue agents 
have shown that, under confidential 
instructions, the Commissioner would 
have forced him to go back to his 
original basis and would have adjusted 
the income of all the open years to the 
former Where the accrual- 
basis exceeded the cash-basis 
income in the closed year, this change- 
back could have resulted in dis- 
astrously more tax than if he had 
never changed. 


basis. 


income 


A change by a right-basis taxpayer 
without permission after the passage 
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of the Technical Amendments Act of 
1958 appears to be still possible, but 
risky. The courts will have to rule 
as to whether the Commissioner can 
prevent a change and the subsequent 
ten-year spread. 


Type 5—Decedents and Estates 


With relation to decedents, special 
rules are covered in Section 481 (b) (5) 
as amended by the Technical Amend- 
ments Act. This is the only place 
where the word “inventories” is used 
to point out specifically the type of 
taxpayer who could make the change 
between August 16, 1954, and January 
1, 1958. The regulations are to be 
found at 1.481-4(f). The wording 
of the Code and the regulations are 
similarly foggy, and both say “the tax 
attributable to such adjustment shall 
not exceed an amount equal to the tax 
that would have been payable on the 
cash receipts and disbursements method 
for the year in which the executor or 
administrator filed income tax returns 
on behalf of the decedent computed 
for each year as though a ratable por- 
tion of the taxable income for such 
year had been received in each of ten 
taxable years beginning and ending 
on the same date as the taxable year 
for which the tax is being computed.” 
The committee report does not dispel 
the fog. 


There are no examples in the regu- 
lations on how this rule would work 
out, but here is one purely hypotheti- 
cal interpretation: 


Assume that Richard Roe filed his 
returns on a cash basis for his busi- 
ness income as well as other income, 
and reported on a calendar-year basis. 
His business was a chain of drug- 
stores which he had built up himself 
from a humble beginning in one small 
store. At the time of his death, on 
September 15, 1955, he owned 15 drug 
stores within a 500-square-mile area, 
with inventories of $1 million. His 


Changes in Accounting Methods 


receivables exactly offset his payables 
and accruals, so that the net differ- 
ence between the cash and accrual 
basis was $1 million on January 1, 
1955. The same difference 
on January 1, 1954. His executors 
and tax advisers knew all about Sec- 
tion 481 of the Code and had, in fact, 
been planning to see if something could 
be done, without too much risk, to 
accomplish a change to the 
basis, and adopt a corporate form. 
The executors decided to file his 
joint return with the widow, for the 1955 
calendar year on the accrual basis, 
giving full effect to the beginning and 
ending inventories. They added a 
note on page 16 of the return, stating 
boldly that the 1954 return represented 
a change in the method of reporting 
business income from the cash to the 
accrual method. No examination had 
been made up to August, 1958. In the 
meantime, on June 30, 1956, in order 
to protect the estate’s investment, the 
assets and liabilities of the drugstores 
had all been transferred to Roe Drug 
Corporation in what was fully ex- 
pected to be a tax-free exchange. Con- 
sternation reigned in the ranks of all 
concerned when it was learned that 
the Congress planned to trap them by 
passing legislation to abolish the pos- 
sible benefits of Section 481(a)(2) of 
the Code. It appeared that all of the 
special-change income would be taxed 
to the late Mr. Roe in 1955. Since his 
other net taxable income was $150,000, 
the additional tax on the million would 
be $903,800, a catastrophic mastica- 
tion, with state taxes taking most of 
the rest. The ten-year spread con- 
templated in the Technical Amend- 
ments Act of 1958 would be useless, 
since all the income would have 
bunched up, under those rules, in the 
year of death. It seems obvious that 
a widow in this position would do 
everything possible and available to 
obtain relief. Apparently, some legis- 


existed 


accrual 
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lator took pity on her and on others 
in similar plights. 
Not every estate can qualify since 


the business must have had inven- 


tories; the change must have been 
made on the first return of the de- 
cedent (not of the estate), filed by the 
administrator; and the change must 
have been made after August 16, 1954, 
and before January 1, 1958. 


Since not too many individuals with 
high inventories on the cash 
happened to die at this time, the cost 
in lost taxes to Uncle Sam was not 
serious. If it had not been for the 
original provision of the 1954 Code— 
Section 48l—the executors probably 
would have continued the business on 
the cash basis, so that the government 
might not have received its taxes until 
the business was liquidated. The exe- 
cutors would not have changed even 
to a cash-basis corporation. That would 
have laid the situation open to a forced 
change by the Commissioner. Since 
this was a very expensive retroactive 
tax trap, there might have been some 
relief granted by the courts. If the 
estate had adopted the accrual basis, 
it would have been allowed a deduc- 
tion for estate taxes. 


Under Section 481(b)(5) of the 
Code, the income of Richard Roe, his 
widow and his estate was recalcu- 
lated on a cash basis for 1955. The 
resulting net taxable income was 
$140,000. Ten per cent of, the $1 
million was added, making the com- 
bined taxable income $240,000. Ad- 
ditional tax beyond that previously 
paid was $76,000, considerably less 
than $903,800. The estate reported 
for the business on the accrual basis 
in 1956 up to the time of the incorpo- 
ration, and the transfer was made as 


basis 


a tax-free exchange from one accrual- 
basis outfit to another, without any 
special adjustments. The estate tax 
was paid on the inventories as well as 
on the other net assets of the business. 
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Other estates that changed, but do 
not fit these rules, are apparently com- 
pletely out of luck, since death of the 
taxpayer condenses the effect of the 
change into one year. Their plight 
is softened by the two regular alter- 
natives discussed for the post-1954 
adjustment income under Type l. A 
change by a new taxpayer, that is, the 
estate formed after August 16, 1954, 
would also be subject to the usual 
options of up to a three-year spread. 

There have long been special rules 
applicable to estates with regard to 
their being a conduit of income that 
would have been taxable to the de- 
cedent. The administrator does not 
need permission to adopt the accrual 
method of reporting for the first re- 
turn he files for the estate. The ad- 
ministrator frequently does file on the 
accrual basis even though one of the 
major assets of the estate is a busi- 
ness that has been reported on the 
cash The business may be 
continued on the cash basis. The new 
provisions of Section 481 will not 
change the manner of reporting such 
income. No matter what basis the 
estate adopts, income relating to a 
change from the decedent’s method of 
accounting must be picked up in the 
first taxable period available, as re- 
quired by Section 691 of the Code. 
With United States Savings “E” Bonds, 
for instance, if the decedent had elected 
to report the income from them in 
the year of disposition, the adminis- 
trator may elect to report the incre- 
ment annually, starting with his period 
of administration, but he also must 
pick up the fund of untaxed income, 
left over from the decedent’s owner- 
ship period, in the year in which he 
finally disposes of these “E” 


basis. 


3onds. 

However, Section 691(c) gives re- 
lief to estates which must pay extraor- 
dinary taxes on accrued income for 
both income and estate tax purposes 
on the same amounts. A deduction 
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[A bill | have introduced, 

H. R. 10334,] provides for 
elimination of the so-called 

dividend credit deduction, a 
loophole placed in the tax laws 

in 1954. Under this provision 

the first $50 received from 
dividends is tax free and then 

an additional 4 percent of dividends 
received is deducted from the actual 
tax owed by the recipient of 
dividends. This is a form of rank 
preferential treatment to those 

who receive income without effort 

. . « +. Thus a man who earns 
$10,000 a year from wages will pay 
20 percent more taxes than the man 
who receives the same income from 
dividends without working. 
—Representative John D. Dingell, Jr. 


for estate taxes paid is allowed on in- 
come taxes in proportion to the ratio 
that his income bears to the total 
value for estate tax purposes. An 
estate not entitled to special relief 
under Section 481(b)(5) of the Code 
should see which method—leaving the 
taxpayer's business on the cash basis 
or changing to accrual and getting 
relief for estate taxes paid—gives the 
least total of income taxes plus estate 
taxes. This estate must realize that 
the cash basis will result in higher 
future income taxes in the final event 
of liquidation. 


Conclusion 


The problem of changing account- 
ing methods will always be with us. 
Businesses that start small logically 
are first reported on a simple basis, 
but later, after extended growth, find 
that all reason points to a change to 


a more sophisticated method. In the 
first year of any new business, the 
simpler methods mean lower taxes— 
a very important aid in conserving 
working capital. 

The Commissioner should have the 
right to force a change in methods be- 
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fore the situation gets out of hand. 
It will take many years under pres- 
ent Section 481 before he can force 
a change without giving away a large 
chunk of untaxed income. It is our 
belief that all taxpayers should be 
treated uniformly. After the Decem- 
ber 31, 1963 date of expiration of ten- 
year spread-forward rules, there will 
be more uniformity, but not enough. 
The special rules applying to changes 
before December 31, 1963, should be 
retained to avoid further confusion. 


If, after 1963, the Commissioner is 
allowed to force a change without 
there being untaxed income, many 
safeguards should be enacted into 
the Code to instruct him how he should 
deal with changes in accounting meth- 
ods. A ten-year spread forward of the 
fund of untaxed income should be made 
available to all taxpayers, or at least 
a spread for as many years after the 
change as the taxpayer had been in 
business before the change. The 
words “significant inventories” should 
be included to define anyone who can 
be forced to change methods, : and 
other safeguards should be included 
to prevent the Commissioner from 
capriciously forcing a taxpayer to 
change methods of reporting. While 
it seems proper for the Commissioner 
to have the jurisdiction as to who can 
get permission to change, there should 
be definite instructions to him as to 
who is generally entitled to change. 
He should be required to inform the 
taxpayer of his decision to allow or 
disallow the change within six months 
of the application for permission. The 
decision of the Commissioner against 
the taxpayer who has applied for a 
change should be a matter for direct 
and simple appeal to the courts— 
probably a district court—rather than, 
as at present, a forcing of the tax- 
payer to defy the Commissioner’s rul- 
ing and then challenge the resulting 
[The End] 
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STATE TAX NEWS 


HECK YOUR USE TAX collection procedure. The United 
States Supreme Court has okayed collection by Florida of its 
use tax from a Georgia seller (Scripto, Inc. v. Carson). 


Scripto, a Georgia corporation not qualified to do business in 
Florida, is engaged in the sale and delivery of writing instruments 
to Florida consumers, and shipment is made from Georgia for delivery 
in Florida. Orders are solicited by independent advertising specialty 
brokers and sent to the Adgif division of Scripto in Atlanta, Georgia, 
for acceptance. Adgif has no employees in Florida, and the brokers 
forward all orders and payments to Adgif in Atlanta. There is no 
sales office or other place of business in Florida, nor does the corpo- 
ration maintain any bank account or stock of merchandise there. 


Florida law requires that dealers collect the use tax from con- 
sumers. The word “dealers” includes any corporation soliciting busi- 
ness through representatives. The dealer is held liable for the use tax 
when he fails to collect it from the consumer. The Court ruled that 
the independent brokers were representatives, whose presence and 
solicitation within Florida on behalf of Scripto brought the corpo- 
ration within the definition of a dealer subject to the use tax and pro- 
vided the minimum nexus to meet tests imposed by the commerce 
clause and due process requirements. 


Here’s what the Supreme Court said about Scripto’s method of 
operation: 


“Florida has well stated the course of this Court’s decisions govern- 
ing such levies, and we need but drive home its clear understanding. 
There must be, as our brother JAcKsoN stated in Miller Bros. Co. v. 
Maryland, 347 U. S. 340, 345 (1954), ‘some definite link, some mini- 
mum connection, between a state and the person, property or trans- 
action it seeks to tax.’ We believe that such a nexus is present here. 
First, the tax is a nondiscriminatory exaction levied for the use and 
enjoyment of property which has been purchased by Florida residents 
and which has actually entered into and become a part of the mass 
of property in that State. The burden of the tax is placed on the 
ultimate purchaser in Florida and it is he who enjoys the use of the 
property, regardless of its source. We note that the appellant is 
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charged with no tax—save when, as 
here, he fails or refuses to collect it 
from the Florida customer. Next, as 
Florida points out, appellant has 10 
wholesalers, jobbers, or ‘salesmen’ 
conducting continuous local solici- 
tation in Florida and forwarding the 
resulting orders from that State to 
Atlanta for shipment of the ordered 
goods. The only incidence of this 
sales transaction that is nonlocal is 
the acceptance of the order. True, 
the ‘salesmen’ are not regular em- 
ployees of appellant devoting full time 
to its service, but we conclude that 
such a fine distinction is without con- 
stitutional significance. The formal 
shift in the contractual tagging of the 
salesman as ‘independent’ neither re- 
sults in changing his local function of 
solicitation nor bears upon the effec- 
tiveness of local solicitation in secur- 
ing a substantial flow of goods into 
Florida. This is evidenced by the 
amount assessed against appellant on 
the statute’s 3 percent basis over a 
period of but four years. To permit 
such formal ‘contractual shifts’ to make 
a constitutional difference would open 
the gates to a stampede of tax avoid- 
ance. The test is simply the 
nature and extent of the activities 
of the appellant in Florida. In short, 
we conclude that this case is 
trolled by General Trading Co., 
As was said there, ‘all these differenti- 
ations are without constitutional sig- 
nificance. Of course, no state can tax 
the privilege of doing interstate busi- 
ness. See Western Live Stock v. Bu- 
reau, 303 U. S. 250. That is within 
the commerce clause and subject to 
the power of Congress. On the other 
hand, the mere fact that property is 
used for interstate commerce or has 
come into an owner’s possession as a 
result of interstate commerce does 
not diminish the protection which he 
may draw from a state to the upkeep 
of which he may be asked to bear 
his fair share.’ 322 U. S. at 338.” 


con- 
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Virginia Adjusts to Stockham Valves 


When the Supreme Court decided 
Northwestern Portland Cement and 
Stockham Valves, it also considered 
and decided a special tax case involv- 
ing Railway Express Agency, Inc. 
With that issue out of the way, Virginia 
has just moved to take advantage of 
the other two decisions decided the 
same day as the Railway Express 
Agency case. 


The provisions of the Virginia in- 
come tax law relating to foreign cor- 
porations have been changed to take 
full advantage of the broadened state 
taxing scope resulting from North- 
western and Stockham. 


The standard for determining the 
tax liability of foreign corporations is 
now “having income from sources” in 
Virginia, effective for tax years be- 
ginning after 1959. 


The income of corporations, when 
derived from sources both within and 
outside the state, is allocated to Virginia 
according to a changed apportionment 
formula, effective for taxable years 
beginning after 1961. 


New York Unincorporated Business 
Tax Reduction Extended 


The reduction in the New York un- 
incorporated business tax has been 
extended another year to apply to 
taxes for the calendar year 1959 and 
for fiscal years or periods of less than 
one year ending in 1960. The reduc- 
tion is 15 per cent of the first $100 of 
tax and 10 per cent of the next $200, 
or a maximum of $35. 


Michigan Extends Business 
and Intangibles Tax Deadline 


The Michigan Department of Rev- 
enue has extended the time for filing 
business activities and intangibles tax 
returns from March 31 to April 15, 
1960, without penalty. 
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| WASHINGTON TAX TALK—Continued from page 277 


stantially shorter than Bulletin F 


standards. 


At the hearings, industry repre- 
sentatives opposed the provisions of 
H. R. 10491, and recommended its 
passage only if its provisions are 
coupled with legislation or a Treasury 
program for a more realistic deprecia- 
tion policy. They regarded a realistic 
depreciation policy as one which pro- 
vides for shorter depreciation lives for 
assets, and the elimination of the long- 
standing IRS policy of using Bulletin 
F guidelines as a basis for computing 
useful lives and allowances, They told 
the committee that the policies on 
depreciation contained in Rev. Ruls. 
90 and 91 have had little effect on 
agents who still follow the concepts 
of T. D. 4422 and Bulletin F. 


Mr. Joel Barlow, testifying on be- 
half of the Chamber of Commerce, 
made specific recommendations to the 
committee : 


(1) The Treasury’s proposal in H. R. 
10491 is the “backdoor” approach to 
depreciation reform. The Treasury 
should recommend an over-all revi- 
sion of the tax depreciation system 
that will give full recognition to the 
factor of obsolescence, eliminate need- 
less controversies over depreciable 
lives and salvage value, and encour- 
age taxpayers to use shorter and more 
realistic depreciable lives. The his- 
torical physical-life concept and Bul- 
letin F approaches should be abandoned. 


(2) The bracket depreciation method 
with greatly shortened lives, following 
the pattern of the Canadian class-rate 
system, should be The 
$10,000 limitation in 179 
should be eliminated. 


ad »pted. 
Section 


(3) If the restrictive treatment of 
H. R. 10491 is to be adopted as a 
preliminary to other depreciation leg- 


364 


April, 1960 @ 


islation, then it should be limited 
temporarily to tangible personal prop- 
erty having a depreciable life of five 
years or less in order to prevent the 
taxation of phantom profits. 


Mr. Lincoln Arnold, speaking on 
behalf of the American Mining Con- 
gress, also advocated the use of the 
class-rate system which has operated 
so successfully in Canada. In the 
event the committee adopts the provi- 
sions of H. R. 10491, Mr. Arnold urges 
the committee to include one of the 
important features of the Canadian 
system which gives the taxpayer the 
right to take less than the maximum 
amount of depreciation allowable for 
the year. 


Mr. Arnold told the committee that 
his proposal would prohibit the IRS 
from reducing the basis for depreci- 
ated property (to increase gain to be 
taxed as ordinary income) by an 
amount representing depreciation al- 
lowable to, but not claimed by, the 
taxpayer. 


Questioning of Treasury officials 
by committee members indicated an 
underlying fear by the committee that 
there will be a slower rate of equip- 
ment replacement by taxpayers if the 
capital gains treatment is denied on 
amounts recovered by depreciation in 
prior years. Treasury officials told the 
committee that it is possible that 
H. R. 10491 will result in a slower 
rate of equipment replacement, but 
taxpayers will benefit by a liberaliza- 
tion of depreciation rates which will 
permit them to recover their invest- 
ments at a much faster rate. 


In a report filed January 7, 1960, 
the Senate Small Business Committee 
urged a simultaneous liberalization of 
depreciation allowances coupled with 
the elimination of capital gains treat- 
ment for sales of used equipment. 
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Senate Finance Committee to take 
another look at H. R. 10.—The Senate 
Finance Committee will once again 
consider H. R. 10 during this session 
of Congress. This House-passed bill 
has been the subject of previous hear- 
ings by the committee, and each time 
the Treasury Department has opposed 
its provisions. 


The Secretary of the Treasury has 
given new hope to the proponents of 
H. R. 10 by submitting to the com- 
mittee his alternate proposals to the 
provisions of the bill. His recom- 
mendations would permit self-em- 
ployed persons to establish a pension 
plan for their employees similar to 
those plans now in existence for corpo- 
rate employees. The pension plan would 
have to qualify under the standards 
set out in 1954 Code Section 401(a) 
as to nondiscrimination, retirement 
age, definite contribution formula, ete. 


The employer would be permitted 
to participate under the qualified plan 
as though he were an employee, even 
though he owns the business. To the 
extent that his business contributes 
to the plan to provide greater benefits 
for his employees, he will also get 
increased benefits. 


Also to be covered by the Treasury 
recommendation are self-employed 
persons who do not have employees. 
This category would include, among 
others, doctors and lawyers who are 
just establishing themselves in their 
professions. Self-employed 
without employees would also be per- 
mitted to set up a retirement plan 
which must qualify under Section 
401(a) as if such persons had em- 
ployees. They will become “employ- 
ees” under the plan. If employees are 
hired at a later date, they must be- 
come participants under the plan. 


persons 


The Commissioner 
T. I. R. 214.—The Commissioner 
has issued Technical Information Re- 


Washington Tax Talk 


lease No. 214, which warns taxpayers 
on the accrual basis of accounting in 
Michigan, South Carolina and West 
Virginia that they will be permitted 
to deduct only 12 months’ property 
taxes for their calendar-year period. 


The legislatures of these states 
changed the assessment and lien dates 
for property taxes from January 1 
to December 31, resulting in two ac- 
crual dates for property taxes in one 
year. The changes made by South 


Carolina and West Virginia were ef- 
fective in 1959, and the change made 
by Michigan was effective in 1958. 


The policy set out in T. I. R. 214 
will not affect Ohio property owners 
who acted in accordance with Rev. 
Rul. 57-616 for personal property taxes 
accrued in 1957, nor will it affect those 
taxpayers who have specifically been 
permitted by letter ruling to accrue 
and deduct more than 12 months’ 
property taxes in a particular year. 


Commissioner’s 1959 report.—The 
recently released Commissioner’s An- 
nual Report for Fiscal Year 1959 con- 
tains many items of interest on the 
vast operation of the IRS throughout 
the United States. Following is a 
résumé of the report as it affects indi- 
vidual and corporate taxpayers: 


Collections and returns—Total tax 
collections from all sources during the 
1959 fiscal year were over $79.8 bil- 
lion. Individual income taxes accounted 
for 51 per cent of this total, while cor- 
porate income taxes represented about 
23 per cent. 


There were 68,595,000 individual, 
fiduciary. and corporate income tax 
returns filed during 1959, including 
30,000 “tax option” corporate returns. 
Agents audited 2,595,000 of this total 
in 1959—an increase in audits of 59,000, 
or 2 per cent, over 1958. Mathematical 
verifications were made on 52,465,000 
returns of the more than 68 million 
returns filed. 
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Federal-state cooperation on the ex- 
change of information.—The rapid adop- 
tion of mechanized systems by the 
states has provided a better oppor- 
tunity for exchanging information on 
tax returns filed with the federal gov- 
ernment and the states. For example, 
one state recently carried out a me- 
chanical match of its sales tax returns 
and federal income tax returns. It is 
expected that the interchange of data 
on taxpayers will be stepped up as the 
rapid data-processing systems develop. 


Refunds.—Tax refunds were sent to 
37,580,000 taxpayers during 1959, a 
slight decrease when compared with 
1958. However, the amount refunded 
in 1959, including interest, was over 
$5.1 billion, an increase of over 10 per 
cent when compared to 1958. 


Additional collections from audit and 
enforcement.—Additional tax, interest 
and penalties assessed as the result 
of enforcement activities totaled 
$1,821,616,000 in 1959. This repre- 
sented an 8 per cent increase over 
1958, and marked the highest total 
reached since the reorganization of 
the Service in 1952. 


Claims for refund.—The IRS audit 
divisions in the field offices processed 
and closed 485,700 claims for refund. 
There was a marked increase in claims 
filed by individuals for educational 
expenses which were allowable as a 
deduction for the first time in 1958, 
but applicable back to the 1954 tax- 
able year. The dollar amount claimed 
was disallowed to the extent of 26 
per cent on individual income tax 
claims, and 60 per cent on corporate 
income tax claims. 


Tax rulings—The IRS processed 
38,596 requests for rulings and techni- 
cal advice at the national office level 
in 1959. Of this number, 33,670 re- 
quests were received from taxpayers 
or their representatives, and 4,926 re- 
quests for technical advice were re- 
ceived from IRS field offices. Ip 
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addition, there were 15,881 technical 
conferences held with taxpayers or 
their representatives. 


On the district director level, the 
audit divisions issued 12,716 deter- 
mination letters involving the quali- 
fication of pension trust plans and 
exempt organizations. A further break- 
down showed that there were 6,955 
pension trust plans approved for qual- 
ification and 65 turned down, while 
4,920 organizations were given tax- 
exempt status and 317 organizations 
were determined as not qualifying un- 
der the law. 


Published rulings.—The number of 
rulings published in the Internal Rev- 
enue Bulletin decreased by 21 per cent 
during 1959. The principal decline 


was in the number of income tax rul- 
ings which totaled 224 in 1959, as com- 
pared with a peak total of 342 in 1958. 


The Supreme Court 


The United States Supreme Court 
took a new look at Flora, but it is of 
the same opinion still. The case of 
Flora v. U. S., 58-2 ustc J 9606, was 
decided in the 1957 term. Subsequent 
to that, the Court granted a petition 
for a rehearing, and this recent deci- 
sion of March 21, 1960, is the result 
of argument on rehearing. 

This litigation had its source in a 
dispute concerning the proper char- 
acterization of certain losses. The 
taxpayer reported them as ordinary 
losses, but the Commissioner treated 
them as capital losses and levied a 
deficiency assessment in the amount 
of $28,908.60, including interest. The 
taxpayer paid $5,058.54 and then filed 
with the Commissioner a claim for re- 
fund of that amount. After the claim 
was disallowed, the taxpayer sued 
for refund in the district court. The 
government moved to dismiss, and 
the judge decided that the petitioner 
“should not maintain” the action be- 
cause he had not paid the full amount 
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of the assessment. The Supreme Court 
pointed out that the Board of Tax 
Appeals was established by Congress 
in 1924 to permit taxpayers to secure 
a determination of tax liability before 
payment of the deficiency. 

If this were not so, the Court said, 
a taxpayer might split his cause of 
action, bringing a suit for refund of 


part of the tax in the district court 
and taking the remainder before the 
Tax Court. In such a situation the 
first decision would, of course, control. 
A taxpayer could sue for a small part 
of the tax in the district court and at 
the same time protect the balance 
from distraint by going into the Tax 
Court. 


FROM THE THOUGHTFUL TAX MAN—Continued from page 279 


the extent that the training and ex- 
perience of the adviser might permit.” 
In a masterpiece of understatement 
the article states: “His job is a com- 
plicated one Another group 
has further evidenced awareness of 
the call for tax alertness. In an ad- 
dress before the National Conference 
of Electric and Gas Utility Account- 
ants in Chicago on April 21, 1959, the 
speaker called upon those present to 
be alert to the symptoms that would 
require the services of the expert. 
The emphasis was placed upon “pre- 
ventive tax administration.” 

To determine the education re- 
quired for this complex field of prac- 
tice is not a simple matter. The first 
point of emphasis would be the fact 
that the student must be attracted 
to the field of specialization. The 
professional training should follow 
interest and evident aptitude on the 
part of the prospective tax man. Law 
and accounting should be part of the 
basic background. Ability to work 
efficiently in this field requires train- 
ing in research and a kind of native, 
inquisitive persistence in determining 
the application of the law to the situa- 
tion at hand. 

Training might include courses in 
the following fields: (1) accounting 
—to acquire a knowledge of the lan- 


guage of business; (2) tax law—to 
acquire a working knowledge of tax 
legislation; (3) political science—to 
acquire a background in how the 
government operates; (4) business 
organization—to understand the forms 
of business entity; (5) economics—to 
acquire an understanding of the opera- 
tion of the economy as a whole; (6) 
courses in tax theory, history and philos- 
ophy—to obtain a general background ; 
(7) logic—to train the mind in analysis 
and aid in the solution of perplexing 
problems; and (8) tax research—to 
pursue specific problems from begin- 
ning to end (case studies might be 
used here). 

Experience in the field itself would 
then be necessary, since this would 
be the testing ground to determine 
the suitability of the individual to his 
chosen environment. As in all pro- 
it would be obvious that 
the professional tax man would then 
keep in touch with his field through 
professional meetings and groups that 
have been active in reviewing problems 
and new developments. The special- 
ist in this field, as in other fields, 
would be someone who would have 
to go beyond the basic four years of 
college to acquire his special training. 


[The End] 


fessions, 





* Business Week, September 12, 1959, No. 
1567, p. 161. 


From the Thoughtful Tax Man 


*“Tax Awareness Outside of the Tax De- 


partment,” published by the Edison Electric 
Institute, May, 1959 (Vol. 27, No. 5, p. 214). 
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Four outsianding tax men have produced the two books 


reviewed in this department this month: 


(1) Legal In- 


struments and Federal Taxation by Alfred S. Pellard 
and Gerald J. Robinson and (2) Ordinary and Necessary 
Expenses by William K. Carson and Herbert Weiner. 


Pellard on Tax Forms 


Legal Instruments and Federal Taxa- 
tion. Alfred S. Pellard and Gerald J. 
Robinson. Clark Boardman Company, 
Ltd., 11 Park Place, New York 7, 
New York. Second edition, 1960. 
2,136 pages. $20. 


When the first edition of this book 
appeared some years ago, we said: “If 
ever a book was written to fill a need, 
this is it!” We can repeat that state- 
ment now that the second edition has 
just been published. We are fast ap- 
proaching the era when no lawyer 


can do justice to his practice, regard- 


less of its limitations, without some 
knowledge of the tax angles involved 
in transactions which he will be called 
upon to consummate; he must know 
how to draw documents that achieve 
given tax results and how to word 
key Mr. Pellard and Mr. 
Robinson’s book deals with such tax 
transactions as purchase, sale, and other 
disposition of assets, generally; pur- 
chase and sale of business interests; 
real estate transactions; corporations 
and stockholders; partnerships; matri- 
monial problems; life insurance—busi- 
ness insurance agreements; wills; 
trusts—inter vivos; estate tax and 
procedure; and gift tax procedure. 


clauses. 


The chapters on matrimonial prob- 
lems, life insurance and wills should 
be especially helpful to the general 
practitioner. The authors have in- 
cluded appendices dealing with the 
rules of practice before the Internal 
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Revenue Service and the rules of prac- 
tice before the Tax Court. 


Tax Questions for Businessmen 

Ordinary and Necessary Expenses. 
William K. Carson and Herbert Weiner. 
The Ronald Press Company, 15 East 
26th Street, New York 10, New York. 
1959. 250 pages. $10. 

This book examines the problems 
involved in determining the tax de- 
ductions classed as ordinary and nec- 
essary expenses. The major tests of 
deductibility for 20 main categories 
of expenses are presented along with 
guiding decisions from numerous 
cases and rulings in this area, 

This is the fifteenth volume in the 
Tax Practitioners’ Library series, 
edited by Robert S. Holzman, New 
York University professor. This 
volume seeks to present a practical 
approach to the problem of ordinary 
and necessary expenses for corporate 
executives, investors, professional 
taxmen and others who must assume 
responsibility for the recognition and 
solution of tax questions, 


The authors, members of the ac- 
counting firm of Touche, Niven, 
sailey & Smart, cover the problem 
in general and then devote a chapter to 
specific areas of possible deductions. 
They also include many of the most 
significant cases on ordinary and nec- 
essary expenses, and suggest steps to 
gain all possible deductions allowable 
under the Internal Revenue Code. 
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Meetings of Tax Men 


New York Chapter, Chartered Life 
Underwriters.—Don J. Summa, part- 
ner and head of the tax department, 
Arthur Young and Company, will be 
one of a panel of specialists who will 
discuss “Estate Planning for the Pro 
fessional Client” at the Twelfth Annual 
Estate Planners’ Day of the New 
York Chapter, Chartered Life Under 
writers. The program will be held 
at the Hotel Statler in New York 
City on April 27. 


Outside of his business life, Summa 


is adjunct associate professor of ac 
counting at Columbia University’s 
Graduate School of Business, author 
of Assignment of Income and frequent 
writer of articles on federal tax matters. 
Built around the changing financial 
picture of the professional man as he 
grows in economic stature, the pro 
gram will deal with the estate prob- 
lems of the young professional, follow 
through as he becomes established in 
his field and, finally, cover his prob 
lems in estate conservation as he 
approaches the age of retirement. 
Israel Unterman, CLU, chairman of 
Estate Planners’ Day, has announced 
the other members of the panel: Bar 
ton E. Ferst, lawyer and specialist in 
federal taxation; John M. Grotheer, 
assistant vice president, in charge of 
the Estate Planning Division, Chase 
Manhattan Bank; Israel Unterman, 
CLU, president of Unterman Asso 
and Jerome B. Cohen, 
professor of economics and supervisor 


ciates, Inc.; 


of finance and investments, Bernard 
Baruch School of Business & Public 
\dministration. 

Tickets for this gathering are being 
handled by Stephen FE, Eisen, CLU, 
450 Seventh Avenue, New York, New 
York. 


Practising Law Institute Forums 
on Corporations. 
rations when they go public, sell the 
business or merge will be analyzed 
in a Practising Law Institute three- 
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Four outsianding tax men have produced the two books 


reviewed in this department this month: 


(1) Legal In- 


struments and Federal Taxation by Alfred S. Pellard 
and Gerald J. Robinson and (2) Ordinary and Necessary 
Expenses by William K. Carson and Herbert Weiner. 


Pellard on Tax Forms 


Legal Instruments and Federal Taxa- 
tion. Alfred S. Pellard and Gerald J. 
Robinson. Clark Boardman Company, 
Ltd., 11 Park Place, New York 7, 
New York. Second edition, 1960. 
2,136 pages. $20. 


When the first edition of this book 
appeared some years ago, we said: “If 
ever a book was written to fill a need, 
this is it!” We can repeat that state- 
ment now that the second edition has 
just been published. We are fast ap- 
proaching the era when no lawyer 


can do justice to his practice, regard- 
less of its limitations, without some 
knowledge of the tax angles involved 
in transactions which he will be called 
upon to consummate; he must know 
how to draw documents that achieve 
given tax results and how to word 


key clauses. Mr. Pellard and Mr. 
Robinson’s book deals with such tax 
transactions as purchase, sale, and other 
disposition of assets, generally; pur- 
chase and sale of business interests; 
real estate transactions; corporations 
and stockholders; partnerships; matri- 
monial problems; life insurance—busi- 
ness insurance agreements; wills; 
trusts—inter vivos; estate tax and 
procedure; and gift tax procedure. 


The chapters on matrimonial prob- 
lems, life insurance and wills should 
be especially helpful to the general 
practitioner. The authors have in- 
cluded appendices dealing with the 
rules of practice before the Internal 
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Revenue Service and the rules of prac- 
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Tax Questions for Businessmen 
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The Ronald Press Company, 15 East 
26th Street, New York 10, New York. 
1959. 250 pages. $10. 

This book examines the problems 
involved in determining the tax de- 
ductions classed as ordinary and nec- 
essary expenses. The major tests of 
deductibility for 20 main categories 
of expenses are presented along with 
guiding from numerous 
cases and rulings in this area, 


decisions 


This is the fifteenth volume in the 
Tax Practitioners’ Library series, 
edited by Robert S. Holzman, New 
York University professor. This 
volume seeks to present a practical 
approach to the problem of ordinary 
and necessary expenses for corporate 
executives, investors, professional 
taxmen and others who must assume 
responsibility for the recognition and 
solution of tax questions, 


The authors, members of the ac- 
counting firm of Touche, Niven, 
Bailey & Smart, cover the problem 
in general and then devote a chapter to 
specific areas of possible deductions. 
They also include many of the most 
significant cases on ordinary and nec- 
essary expenses, and suggest steps to 
gain all possible deductions allowable 
under the Internal Revenue Code. 
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Meetings of Tax Men 


New York Chapter, Chartered Life 
Underwriters.—Don J. Summa, part- 
ner and head of the tax department, 
\rthur Young and Company, will be 
one of a panel of specialists who will 
discuss “Estate Planning for the Pro 
fessional Client” at the Twelfth Annual 
Estate Planners’ Day of the New 
York Chapter, Chartered Life Under 
writers. The program held 
at the Hotel Statler in York 
City on April 27. 


W ill be 


New 


Outside of his business life, Summa 


is adjunct associate professor of ac 
counting at Columbia University’s 
Graduate School of Business, author 
of Assignment of Income and frequent 
writer of articles on federal tax matters 
Built around the changing financial 
picture of the professional man as he 
grows in economic stature, the pro 
gram will deal with the estate prob 
lems of the young professional, follow 
through as he becomes established in 
his field and, finally, cover his prob 
lems in estate conservation as_ he 
approaches the age of retirement. 
Israel Unterman, CLU, chairman of 
Estate Planners’ Day, has announced 
the other members of the panel: Bar 
ton FE. Ferst, lawyer and specialist in 
federal taxation; John M. Grotheer, 
assistant vice president, in charge of 
the Estate Planning Division, Chase 
Manhattan Bank; Unterman, 
CLU, president of Asso 
Inc.; and Jerome B. Cohen, 


Israel 
Unterman 
ciates, 
professor of economics and supervisor 
of finance and investments, Bernard 
Baruch School of Business & Public 
\dministration. 

Tickets for this gathering are being 
handled by Stephen FE, Eisen, CLU, 
450 Seventh Avenue, New York, New 
York. 


Practising Law Institute Forums 
on Corporations. Problems of corpo- 
rations when they go public, sell the 
business or merge will be analyzed 
in a Practising Law Institute three 


day program at New York City’s 
Statler-Hilton Hotel on April 7, 8 
and 9. Carlos Israels, author of the 
institute's monograph Corporate Prac- 
tice, will head a panel on the legal 
and business aspects, “When Corpo- 
rations Go Public.” Later in the pro 
gram, experienced corporation and tax 
lawyers will present a_ step-by-step 
analysis of buying, selling and merg 
Solomon I. Sklar, of 
Hays, Sklar & Herzberg, will be chair- 
man. 


ing businesses. 


Suggestions will be made on 
investigating and evaluating proposed 
deals, negotiating the agreement and 
closing techniques, Other practical 
subjects to be included are the buyer’s 
and seller's tax problems, SEC re 
quirements and minority stockholder 
problems. 

For further information, write to 
Practising Law Institute, 20 Vesey 
Street. New York 7, New York. 


Practising Law Institute’s Summer 
Session.—_Beginning on Julv 11 and 
ending on August 5, the 
Institute present its 
teenth session of summer courses. 
there 
concentrated 


Practising 
nine 
This 
each 
within one week (from 
9 a.m. to 4:30 p. m. Monday through 
Friday) and each given in comfort 
able air-conditioned quarters in the 
Statler-Hilton Hotel in New York City. 

The will 
The week of July 11 offers federal tax 
problems, public prosecutors, secured 
transactions and patents; the courses 
for the week of July 18 are corporate 
taxes and reorganizations, matrimonial] 
matters, trial technique, trademarks 
and antitrust: the week of July 25 
offers estate planning and administra 


Law will 


year will be 15 courses, 


courses run as follows: 


tion, defending criminal cases, medi 
cal proof and admiralty; and courses 
for the last week, August 1-August 5 
will be estate planning techniques, 
trial clinic and real estate. 

The 1960 summer session catalog is 
available from the Practising Law In 
stitute, 20 Vesey Street, New York 7, 


New York. 





Just Off the Press Tax Saving 
| Compensation 


Tax Saving | Plans 
Compensation 


Plans 


i) 





© Shows the Dollars-and-Sense 
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tax help 
Deferred compensation plans are a big factor in attracting and keeping 
capable executives and employees. They’re a big factor in cutting taxes, too. 
And TAX SAVING COMPENSATION PLANS is the booklet to 


prove it! 


SHOW-HOW IDEAS on ways to trim high salary taxes make this 
booklet important to every business that wishes to favor needed employees, or 
wants “reasons why” specialized deferment plans should be set up. It quickly 
and clearly covers the new rules on compensation contracts used to spread 
today’s executive earnings over a period of years. It explains in plain English 
how men at the top, key employees, authors, salesmen, athletes and others, 


can keep more of what they earn. 


FEATURE SECTIONS discuss significant plans for deferring salary, 
bonus compensation, royalty income, commission income, and deferment of 
royalty income through the installment method. Your attention is drawn 
to ways of funding or effecting a plan through investments in securities, life 
insurance, and endowment policies. Sample clauses and resolutions provide 
a pattern on the wording of these unique plans. 
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requirements for good-will distribution, staff use, or as a selling aid. On 
orders of 100 copies or more (at special low prices), you can have your own 
imprint on the front cover at no extra charge. Use the handy tear-off order card 
attached to insure prompt delivery. Price, 50 cents a copy; minimum order, 
2 copies for $1. 

Subscribers for CCH’s Standard Federal Tax Reports, Federal Tax Guide 
Reports, Federal Tax Guide Reports—Control Edition, Corporation Law Guide, 


Pension Plan Guide, and Current Law Handybooks receive this item and should 
order only for extra copies.) 
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